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U.S. INTERNATIONAL TRADE STRATEGY

MONDAY, JULY 28, 1980

U.S. SENATE,
COMMITTEE ON FINANCE,
SUBCOMMITTEE ON INTERNATIONAL TRADE,
' Washington, D.C.

The subcommittee met, pursuant to notice, at 2:34 p.m. in room
2221, Dirksen Senate Office Building, Hon. Bill Bradley, presiding.

Present: Senators Bradley, Roth, Dole, Heinz, Danforth, and
Chafee.

[The press releases announcing these hearings follow:]

[Press release of Thursday, July 3, 1980]

FINANCE SUBCOMMITTEE ON INTERNATIONAL TRADE ANNOUNCES HEARING ON U.S.
INTERNATIONAL TRADE STRATEGY

The Honorable Abraham Ribicoff (D., Ct.), Chairman of the Subcommittee on
International Trade of the Senate Committee on Finance, announced today that the
Honorable Bill Bradley (D., N.J.) will chair the hearings in dJuly, August, and
September on the trade and economic issues confronting the United States and on
an international trade strategy for the United States.

The hearings are designed to develop information on the international economic
and trade challenges facing the United States and on the trade policies of other
countries, and to serve as a basis for Congress developing an international trade
strategy for the United States. Senator Bradley said in connection with the an-
nouncement of these hearings that he expects further hearings would be held in
1981 on formulating such an international trade strategy.

Senator Bradley also said: “Powerful changes in the world economy now chal-
lenge the United States. Unless American business, labor and government quickly
join to respond to the increased competitiveness of overseas industries and to
recurring energy and monetary shocks, the United States will suffer serious eco-
nomic decline, lose influence in international economic events, and find its ability to
protect its vital security interests abroad dangerously weakened. Americans can
meet the international challenges by creating a modern trade strategy. To be
effective, this strategy must grow out of a more competitive economy and a better
capacity to integrate American domestic and foreign economic policies. My purpose
in chairing these hearings is to develop a framework and an agenda for successfully
responding to international challenges in the coming years.”

The hearings in July, August and September will be divided into two parts. The
first part would consist of examining the economic and political structure of the
world trading system and trends therein. Particular attention would be focused in
this phase on the trade and economic impact of the energy crisis and of developing
countries’ economies, as well as pressures on the international monetary system and
its institutions.

The second part of the hearings would elicit testimony on the trade policies of
major U.S. trading partners. Here the Subcommittee’s interest is to gather informa-
tion on the policies of successful Western countries, such as Japan and Germany, as
well as to identify the impact of the policies of other countries and groups of
countries on the United States, such as the European Communities and developing
countries.

Exact dates and topics for each of the hearings will be announced shortly.

(6Y)
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[Press release of Friday, July 18, 1980]

FINANCE SUBCOMMITTEE ON INTERNATIONAL TRADE ANNOUNCES INITIAL HEARING
. oN U.S. INTERNATIONAL TRADE STRATEGY

The Honorable Abraham Ribicoff (D., Ct.), Chairman of the Subcommittee on
International Trade of the Senate Committee on Finance, announced today that the
Honorable Bill Bradley (D., N.J.) will chair the first of a series of hearings on the
trade and economic issues confronting the United States and on an international
trade strategy for the United States. The series of hearings was described in Fi-
nance Committee Press Release No. H-35 of July 3, 1980. The initial hearing will be
held on Monday, July 28, 1980, in Room 2221 of the Dirksen Senate Office Building
beginning at 2:30 p.m. .

This hearing will focus on changes which have occurred in the structure of
international trade and investment and their implications for the United States.
Senator Bradley indicated that the hearing will explore:

(1) Sources of the change in the structure of international trade and investment,
including the political and economic factors which affect the distribution and com-
position of trade and investment, growth levels, and productivity gains in the world
economy; :

(2) Sources of the change in the position of the United States in international
trade and investment and key determinants of the future composition and perform-
ance of U.S. trade, including determinants of the general competitiveness of U.S.
industries;

(3) The prospects for escalation in the number and severity of trade disputes in
the coming years and the prospects for the positive management of international
economic interdependence; and

(4) Implications of these changes and prospects for U.S. economic welfare and for
world political conditions, particularly the impact of a redistribution of global
economic power on U.S. political leadership and national security.

The witnesses who will testify at the hearing include:

(1) The Honorable Robert D. Hormats, Deputy U.S. Trade Representative, Office
of the U.S. Trade Representative, Executive Office of the President;

(2) Mr. Harold B. Malmgren, President, Malmgren, Inc. (Former Deputy Special
Trade Representative, 1972-75);

(3) Mr. Howard D. Samuels, President, Industrial Union Department, AFL-CIO;

(4) Professor Robert G. Gilpin, Jr., Eisenhower Professor of International Affairs,
W(()iodrow Wilson School of Public and International Affairs, Princeton University;
an

(5) Professor William H. Branson, Professor of Economics and International Af-
fairs, Woodrow Wilson School of Public and International Affairs, Princeton Univer-
sity.

Written statements.—Persons who desire to present their views to the Subcommit-
tee are urged to prepare a written statement for submission and inclusion in the
printed record of the hearing. These written statements should be submitted to
Michael Stern, Staff Director, Committee on Finance, Room 2227, Dirksen Senate
Office Building, Washington, D.C. 20510 not later than Monday, September 8, 1980.

[Press release of Monday, July 28, 1980}

FINANCE SUBCOMMITTEE ON INTERNATIONAL TRADE ANNOUNCES SECOND HEARING
oN U.S. INTERNATIONAL TRADE STRATEGY

The Honorable Abraham Ribicoff (D., Ct.), Chairman of the Subcommittee on
International Trade of the Senate Committee on Finance, announced today that the
Honorable Bill Bradley (D., N.J.) will chair the second in a series of hearings on the
trade and economic issues confronting the United States and on an international
trade strategy for the United States. The series of hearings was described in Fi-
nance Committee Press Release No. H-35 of July 3, 1980. The second hearing will
be held on Friday, August 1, 1980, in Room 2221 of the Dirksen Senate Office
Building, beginning at 10 a.m.

This hearing will focus on the impact of energy price increases and disruptions in
energy supplies on international trade and finance, as well as the present and
future circumstances of the international monetary system and international finan-
cial institutions. Senator Bradley indicated that some of the matters that the
hearing will explore include:
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(1) The effect of, and responses to, escalating energy costs and supply disruptions
on growth in developed and developing countries, investment, the terms of interna-
tional trade and trade patterns, and balances of payments.

(2) The role of private banks and the multilateral financial institutions and other
mechanisms in the past and future in dealing with payments imbalances and their
effects arising from the movement of financial resources from oil-deficit countries to
oil-surplus countries.

(3) The role of the U.S. dollar as a reserve currency and its effects on U.S. trade
and domestic policies, as well as the role and impact of Eurocurrencies.

The witness who will testify at the hearing is: Mr. Roger M. Kubarych, Vice
President and Assistant Director of Research, Federal Reserve Bank of New York.

Written statements.—Persons who desire to present their views to the Subcommit-
tee are urged to prepare a written statement for submission and inclusion in the
printed record of the hearing. These written statements should be submitted to
Michael Stern, Staff Director, Committee on Finance, Room 2227 of the Dirksen
Senate Office Building, Washington, D.C., not later than Friday, September 12, 1980.

Senator BrapLEY. The subcommittee will come to order.

Today’s hearing is the first in a series that will focus on U.S.
international trade strategy and U.S. competitiveness. I think that
we have some outstanding witnesses today.

The first witnesses will testify on a panel, and Ambassador
Robert Hormats, who is the Deputy U.S. Trade Representative, will
follow them. For protocol purposes it should be explained that he is
testifying today not as an administration official but as an expert
in the field to help us focus on these very critical issues.

I might say at the outset that I believe Senator Roth and most
members of the Senate Finance Committee think that we are at a
time of real choice in this country. We were at a time of real choice
after the Second World War. We made the right choices then, and
we enjoyed an unparalleled period of prosperity.

Today we are at another period of choice. American domestic
economic objectives are intertwined with our foreign objectives. In
this context we have to consider the rate of growth of productivity,
our research and development expenditures, our nonresidential
fixed business investment, how they have declined over the years,
and how, indeed, they can be improved.

The message, the figures, give us cause for grave concern. But we
need to know more about the dynamics behind the decline in
productivity, research and development and fixed business invest-
ment: What are the sources of change in productivity and research
and development and investment; how do the figures vary by sector
and why; what is their relationship to the competitiveness and
composition of U.S. exports; and we need to know answers to a
whole series of other questions. We hope that this hearing and
those that follow will give us an opportunity to address them. I ask
that the full text of my opening remarks be placed in the record.

At this time I would like to call the first panel and ask each of
you to summarize your statements. I have read your statements in
detail. I find them excellent. However, if you read them in full
there would be no opportunity for questions, and I know we would
like to ask questions.

So can we have the panel of Mr. Harald Malmgren, trade consul-
tant and former Deputy Special Trade Representative from 1972 to
1975; Mr. Howard Samuel, president of the industrial union depart-
ment of the AFL-CIO; and Prof. William H. Branson, professor of
economics and international affairs at Princeton University.

Would you please come forward and take your positions?
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[The prepared opening remarks of Senator Bradley and Senator
Heinz follow:]

[Press release of Monday, July 28, 1980]

WasHINGTON.—With Sen. Bill Bradley, D-N.J., serving as chairman, the Senate
Finance subcommittee on international trade began a series of hearings today to
analyze changing world economic conditions and develop a new strategy for improv-
ing Xmerica’s ability to compete.

The text of Bradley’s opening statement follows:

During the 1930’s, the loose system of rules that had guided nations in their
trade, monetary and financial conduct collapsed under the pressure of escalating
national efforts to gain short-term advantages. The devastation spread widely and
the re¥erberations of economic collapse fractured the fragile political order a short
time after.

The Western leadership that came to power after World War II recognized the
necessity of careful}f' managing economic interdependence among nations. Accord-
ingly, they conceived a new, more formal system to moderate and contain conflict in
the economic arena. There was a basic principle underlying these new rules and it
was reflected in the GATT arrangement governing trade, in the Bretton Woods
arrangement governing monetary interactions, and even in the aid operations of the
new International Bank for Reconstruction and Development. That principle was
that the rules governing the economic conduct of nations must balance self-interest
with self-restraint.

The task of reconstructing a shattered world made the post-war period a time of
historic choices for the United States. Our country emerged from the war not only
victorious, but with the only strong economy in the free world. Fortunately, Ameri-
can leaders had the wisdom to use America’s immediate advantage to speed the
recovery of nations that subsequently became our partners in trade and defense. By
making farsighted choices, they served America’s long-term national interests by
paving the way for a generation of economic peace. Through the Marshall Plan, the
Point Four program, the IBRD and the GATT/Bretton Woods frameworks, the
United States provided the defeated powers and the disabled democracies of the
West alike with the material resources to create a stable economic order.

The flow of capital and technology from the United States to these countries
opened markets for American products and fostered American economic power in
the long term. But such efforts entailed, and were widely perceived to entail,
sacrifices for Americans in the short term. We were willing to make these sacrifices
because the disorder of the preceding 15 years made clear to us the possible
consequences of refusing to make them. Americans thereby made a critical choice,
and established an impressive precedent of deliberation and strategic thinking in
U.S. foreign economic policy.

Once again, this nation and the world are at a major crossroads of choice. The
world is not as bleak as it was 35 years ago, and this is largely owing to the
farsighted choices made then. But the system created as a res %t of these choices
could not last forever. Indeed, the system intended to create precisely the economic
dynamism in Europe and Japan which in recent years has upset the balance of
economic power upon which the original system rested. The changed configuration
of power has made parts of the system unworkable, and thereby made its function-
ing unreliable. The fact that the system lasted so long and performed so well should
create satisfaction rather than dispair. The lesson is not that we failed in maintain-
glllg the system, but that reconstruction was a condition of continuing prosperity for

We must take care not to lock ourselves into crisis-born solutions. Crisis manage-
mﬁnt is not adequate for achieving the enduring stabilization of the world economic
order.

We must have a trade strategy that grows out of a more competitive economy and
‘a better capacity to integrate American domestic and foreign economic policies.

The shocks and setbacks to the world economy which Americans have experi-
enced personally as job dislocation, explosive prices, tight credit, and long gas lines
are indeed urgent warnings. But they do not herald the imminent collapse of
international economic order, nor the fall of the United States from economic
preeminence. .

The United States has not been overcome or reduced to a second-rate economic
power. The United States still has the strongest, most dynamic economy in the
world. What has happened is that profound, complex changes are taking place in
international economic affairs and powerful rivals are increasingly challenging our
long-standing preeminence—in automotives, steel, textiles, electronics and numer-
ous other industries. Qur future prosperity and security will depend in large part on
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how well we respond to the competition at home and overseas. The challenges
facing us are serious and must be confronted. But the implications go far beyond the
immediate impact of today’s news headlines. We cannot afford to panic. This is a
time for clear-headed, critical and informed analysis of the situation and the options
available. These hearings will provide an opportunity to do that and formulate an
appropriate strategy.

Formulating a strategy entails reasoned choice. If we do not have a strategy by
which we choose deliberately, change will impose adjustment upon us. Instead, we
should take the initiative, set our own terms of adjustment and thereby shape,
rather than react to, the future.

In making our choices, complacency is an option only if we agree to become a
victim of powerful world events. Isolation can be chosen only at great expense to
our futyre prosperity and opportunity. Virtually all sectors of the U.S. economy rely
heavily on international transactions, either for production inputs, profits, services,
financing, technology or investment. Interdependence has become a condition of
U.S. growth.

The wise, farsighted choice for the United States at this time of great challenge is
to strengthen the international competitiveness of our industries at the same time
that we strengthen our commitment to leadership in maintaining harmony, stabil-
ity and equity in international economic affairs. The requirements for strengthening
our domestic economy and strengthening our commitment to international econom-
ic leadershlp are compatlble Both ends require that American business, labor and
government join in measures to increase real growth in the U.S. economy. This is
necessary to restore the confidence of Americans in our proven ability to make
economic progress at home and second to defend the collective interest in a sound
interfr_xational economic order, even when that defense entails short-term material
sacrifice.

American domestic economic objectives are intertwined with our foreign economic
objectives. In this context, we should consider the course of action available to
resume a healthy rate of productivity growth in our industries. The troubling
statistics are now well known. Productivity growth has slipped from an average of
3.2 percent during most of the 1950s and 1960s to about 1 percent during the 1970s,
and became negative last year at minus 2 percent. Research and development
spending has dropped from 3 percent of Gross National Product in 1964 to just over
2 percent in 1977, and the U.S. share of world R. & D. spending has dropped from
about 50 percent in the early 1950s to about 23 percent in the last four years. Our
nonresidential, fixed investment to GNP ratio has averaged only 10 percent in the
last few years—less than any major industrial nation.

The message the figures deliver is cause for grave concern. But we need to know
more about the dynamics behind them. What are the sources of change in produc-
tivity, R. & D. and investment? How do the figures vary sector by sector, and why?
What is their relationship to the competitiveness and composition of U.S. exports?
Are there income-producing positive developments in some sectors that compensate
for loss in others? What are the choices available to Americans in their efforts to
improve competitiveness in the short-term, and to set the basis for a strongly
competitive economy in the future? What are the social consequences of choosing to
emphasize capital formation over consumption, of choosing tax reduction over social
spending? What are the political consequences of undertaking industrial planning,
or of taking a sectoral approach to government regulation, taxation and provision of
services? How do social and political consequences weigh against the economic
benefits?

These are the urgent questions of the day and they are questions critical to both
our domestic and foreign economic policy, to both our national welfare and our
national security.

There are many ways of making choices, many ways of trying to achieve our
broader objectives. The different choices have different interim consequences for
different Americans, even though we all ultimately share the benefits of a more
dynamic economy and a stable world. A democracy differs from other systems of
government in its commitment to try to distribute fairly the benefits and burdens of
achieving national objectives. Democracy is in essence a system that takes pains to
weigh the consequences of competing choices. Meeting that democratic commitment
in a complex world is perhaps the greatest challenge posed by international econom-
ic events to our pohtlcal system.

The changes in the international economy, particularly during this past decade,
have been widespread and profound. They include:

The economic resurgence of the European Community and Japan, entailing a
redistribution of economic power in the world.
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thftlng structures of international trade, particularly concerning trade between .
the déveloped.and developing world. . -

Widespread balance of payments dlsequlhbrla

Destabilizing pressures on the world’s central currency.

The  demonetization. of gold .followed by partially ﬂoatmg, partxally managed
exchange rates.

Shocks.in the price of a commodity—oil-—that literally fuels the world’s 1ndustry,
which were delivered by an unprecedented cartel of,oil-blessed countries. )

The attendant accumulation of petro-dollar reserves by these countmes, many of”
whom could not spend them, matched by the draining_of resources for development
and growth from other countries, particularly developing ones. :

The unprecedented phenomenon of worldwide stagflation.

Increasing interdependence among nadtional economies at the samé time that
there.have been increasing popular demands that require government to exercise
control over key factors affecting national economic performance.

In addltlon, new actors have entered the system, bringing with them different
world views and modes of conduct. New, proudly 1ndependent nations found their
voice, and when OPEC caught the developed world’s attention by holding its energy
supplies hostage, the new nations used the opportunity to loudly dissent from many
of the existing ‘economic norms. Principles of reciprocity and open borders meant
little to nations whose economies did not have the overseas reach to profit from
reciprocity or to penetrate open borders. Principles of redistribution and strong
national control over transnational forces mearit more to them. As the ability of
many of these nations to penetrate Western markets improves, and the developed
world’s appreciation of the use of national controls consequently deepens, there may
be an opportunity to reconcile views on such principles.

In thinking about U.S. trade relations with the developing world, we should
remember interdependence means that market growth is a stimulant to exports in
both directions. Some of these countries have made great strides in penetrating U.S.
markets, but it’s worth also noting that U.S. industrial exports to Third World
countries have grown to more than a third of total mdustrlal exports—more than to
the European Community and Japan combined.

The architects of the post-war economic system tries to anticipate the entry of
these newly independent nations. What they grappled with, but never fully came to
grips with, was the entry of a second class of actors into that system-—the Commu-
nist countries. Yet that revolutionary development has now come about, bringing
with it the risks and opportunities, and raising fundamental questions about secu-
rity, peace and equity that will take great foresight to resolve.

Finally, a third class of new actors anticipated by very few post-war thinkers has
entered the system, and indeed has become intrinsic to 1t These are the non-
government actors, commonly referred to as ‘“transnational” because their realm of
activity transcends national jurisdictions. The best known transnational actor, of
course, is the multinational corporation. But the class includes others such as
multinational financial institutions, stock and commodity dealers, international
labor organizations, and international groups with a range of purposes from science
and culture to religion and ecology

Although there 1s little doubt transnatmnal activities can transmit benefits across
borders, for example, by bringing financial resources to a nation suffering a pay-
ments deﬁc1t by bringing investment to a country seeking development, or by
taking from a country exports that help correct the depreciation of a nation’s
currency, transnational activities often elude national controls.

Activities subjected to new taxation in one jurisdiction can elude them by moving
to a jurisdiction abroad, perhaps to a tax-free haven. Export sanctions can lose
effect through the ‘substitution of overseas sales. Capital controls or monetary
austerity is avoided by recourse to Euromarkets.

The elusiveness of private transnational activities creates a general sense that
governments have lost control. This weakens the confidence of the people in govern-
ment and in the workings of the markets. Also, rapid transnational transactlons can
produce volatility in economic indicators, which in turn erodes confidence in long-
term business investment. Diminished investment reduces prospects for real growth
higher productivity and raising living standards.

Shifts in economic power, shocks to international markets, pressure on 1nterna—
tional institutions, volatility in exchange rates and the entry of new actors—these
are all powerful changes which have tested and altered the GATT-Bretton Woods
system. But the system has not yet adjusted to these powerful changes, nor have the
policies of the system’s members

My guess is that effective adjustment requires more than tmkerlng and more
than one or two simple remedies for our economy. We need a comprehensive
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strategy to prepare the way for adjustment that is effective, brings greater prosper-
ity and preserves economic peace.

For the United States and its major allies, the risk of economic war may be more
imminent than that of military battle. Forces are developing which could fragment
the international economic order. Alternatively, they can be turned to the task of
establishing new, more secure bindings on it. Which way they go depends in large
part on our ability, and that of our economic partners, to control them.

-Control will be very difficult. At minimum, it will require understanding the
sources of change in the international economy and the forces that spring from
them; knowing our purpose, as we try to shape these forces; and having a strategy
to achieve that purpose.

The hearings today and in the coming weeks provide an important opportunity to
build our understanding, crystallize our purpose and evolve a positive strategy. 1
thank our witnesses today for making their expertise available to us in this effort.

OPENING STATEMENT OF SENATOR JOHN HEINZ

Mr. Chairman, the first thing I want to do is to express my appreciation to you
for developing and arranging these hearings. It is all too infrequent that Members
of Congress have a chance to engage in some real dialog with experts—and between
themselves—on broad policy issues rather than the specific crises of the week.
Congress is notoriously poor at both regular oversight and policy planning. Mem-
bers and staff seem to focus only on those issues that are imminent, and they
always seem to fill all the available time.

I have also found, somewhat to my frustration, that on trade issues in particular,
it is often 1mpos51ble to consider a policy question outside the context of a specific
case or a specific industry’s concern. Every issue has its affected group, and every
witness has his client. Getting ‘““uninvolved” advice on trade policy issues has
proven very difficult.

That is why I welcome this series of hearings—they provide a chance to step back
a bit and examine trade policy issues outside the context of specific interests and
cases.

These hearings are timely for another reason—the serious and continuing erosion
in our economic position in the world. Today or tomorrow the Commerce Depart-
ment will announce the 50th consecutive monthly trade deficit. Last week the
Government said publicly what most of us have known for some time—this year’s
trade deficit will likely be even larger than last year’s.

This decline in the strength of the American position has created a number of
new issues and questions which I hope these hearings will examine:

(1) In studying the causes of these changes, we should discuss the extent to which
they are due to other countries changing the “rules of the game " and embarking on
what one might call-neo-mercantilist “beggar-thy-neighbor” policies at our expense,
rather than classic free trade policies.

Bad economic times always encourage protectionism: And it is popular, though a
gross oversimplification, to blame all our trade problems on dumping and subsidiza-
tion by others. Only yesterday, Robert Samuelson had devoted his column in the
Washington Post to this subject. While we must not simply accept that easy expla-
nation as the whole story, as Samuelson cautions against, neither should we reject it
as totally irrelevant. There have been and will continue to be efforts to take
economic advantage of our policies, and we should not hesitate to examine that part
of the overall problem, understand how it contributes to the larger picture, and as a
matter of policy aggressively insist on our rights internationally.

(2) We should also consider changes in the world that make irrelevant the tradi-
tional post-war division of the world into advanced industrialized countries, the
Communist Bloc, and the Underdeveloped Third World. We are now beginning to
take note of the complex1ty of the economic and political world and the multiplicity
of stages of development that make generalizations much more difficult-—and inac-
curate—than before. In particular we should study the so-called newly industrializ-
ing countries (NICs), and discuss how they fit into a complex world economic
structure and how they can assume both the benefits and obligations of their new
status.

(3) We should also remember that a relevant trade policy is one which recognizes
and attempts to cope with change. Change inevitably means bad news for some
industries, and bad news means adjustment to new competitive conditions. Histori-
cally, our Government has been very.poor at pursuing intelligent adjustment poli-
cies, a fact which has not deterred us from pursuing trade policies which create new
victims in need of adjustment. These hearings should examine the problem of
adjustment and the difficulty of developing coherent programs to provide for it.
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(4) Of particular interest to me, as many of you may know, is the problem of
development of expanded trade relations with non-market economies, primarily
Communist Nations. I support such trade expansion in principle but recognize that
it brings with it some problems that are unique to non-market economies and which
we are ill-prepared to deal with in a free-market context. This is particularly true of
how we respond to allegations that a non-market economy has engaged in unfair
trade practices according to our laws. Senator Roth and I have introduced legisla-
tion on that subject for discussion purposes, and I would welcome the witnesses’
comments on the problems of trade with non-market economies.

(5) Finally, in terms of solutions, we should also look at export policy—this year’s
bright idea. Obviously, increasing exports will help our trade deficit. Tge question is
whether any of the proposals currently circulating in the Congress would achieve
the intended result, or whether export expansion, as some believe, is more a captive
of larger economic movements than responsive to specific incentives. This is prob-
ably a question which can only be finally settled empirically. We shall simply have
to enact some suggested incentives and see what happens. At the same time,
however, it would be useful to examine this question and gain a better understand-
ing of the economic forces contributing to our overall trade problems.

Mr. Chairman, these are some of the personal priorities and interests that I have
in the trade field. I am looking forward to hearing today’s witnesses and those
scheduled to appear in the future, and I hope that some of our dialog during these
meetings will touch on the concerns I have raised.

Thank you.

Senator RotH. Mr. Chairman, I notice we have a vote.

Senator BrapLEy. Why don’t you go, and then when you come
back, I will go.

I might tell the witnesses that is one of the disadvantages of
afternoon hearings, but we will make the best of it.

I would like the three witnesses to testify as a panel.

So could we have Harald Malmgren, Howard Samuel, and Wil-
liam Branson?

Why don’t we go down the line? Mr. Branson?

STATEMENT OF PROF. WILLIAM H. BRANSON, PROFESSOR OF
ECONOMICS AND INTERNATIONAL AFFAIRS, WOODROW
WILSON SCHOOL OF PUBLIC AND INTERNATIONAL AFFAIRS,
PRINCETON UNIVERSITY .

Mr. BrRansoN. It is a pleasure to be here, to be able to discuss
with you developments in U.S. trade and investment. I sent a
paper, which is a working paper from the National Bureau of
Economic Research, to your staff, and what I will do is discuss
some of the data and findings that are in that longer paper.

I think the message that I got out of studying the trade and
investment data over the period since World War II was that at
the end of World War II, the United States was clearly a dominant
industrial power in the world, and what we have seen since then
could be interpreted as the natural growth of industrial competi- -
tors, first the recovery of Europe in the 1950’s, the emergence of
Japan in the 1960’s, and the growth of manufacturing capacity in
the developing countries in the 1970’s. This could be, I think,
interpreted as a natural development in which manufacturing ca-
pacity grew around the world, new competition appeared for the
United States, and the U.S. share of manufacturing output and
trade declined.

The result, I think, was that a devaluation of the dollar was
needed to stabilize the U.S. share of manufacturing and trade, and
that more or less brings us to the position we are at now.

I have distributed a few of these tables that are in the paper
which I will summarize.
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The first one that you have shows an index of output per man-
hour in manufacturing for a number of important countries over
the period 1950 to 1978. What we see there is that the growth rate
of manufacturing productivity in the United States has been below
that of the other major industrial countries. The only other coun-
try in that little table that has as slow a productivity growth
record is the United Kingdom.

In looking at the table, you can focus on the year 1967, to which
all the time series are indexed, and then you can see that since
1967 equals 100, U.S. productivity grew to 128.9 by 1978 where the
other numbers are numbers like 162 for Canada, 215 for Japan, et
cetera.

The next table shows average annual growth rates. It summa-
rizes the first table, and you see there the United States is gener-
ally at the bottom of that league.

The consequence of that is shown on the next table which shows
the shares of total manufacturing output in ten major industrial
countries from 1950 to 1977, and there you see that in 1950, the
United States was producing 62 percent of this group’s total output
in manufacturing. By 1977 that number was down to 44 percent.
That simply reflects the fact that the others were growing a lot
faster than the United States.

The next table shows an index of relative unit labor costs, the
United States versus its major competitors, and the numbers there
are an index of the ratio of U.S. unit labor costs to the other
countries’ unit labor costs. What you see there is from 1961 to 1969
things stayed about even; in other words, U.S. price developments,
.and unit labor :cost developments were about the same as the

-average of these other countries. Since 1970 with the dollar devalu-
ation, foreign costs have risen significantly relative to U.S. costs. In
other words, the index has gone down.

Basically what that is saying is that the devaluation of the dollar
has improved the U.S. competitive position a lot.

The next table shows distribution of exports of manufactures
across countries. The numbers in the table are each country or
- each area’s share, percentage of world total manufactures, and
there again you see in 1953 the United States had 29.4 percent of
total world exports of manufactures. That share of world exports of
manufactures shrank to 1971 where it was 13.4 percent, and it
stabilized around 13 percent through the 1970’s.

Senator BRapLEY. Which table is this?

Mr. BransoN. This is the table that says table 13 at the top.
There you see in the middle of the table, opposite the United
States, you see the number 29.4 in 1953, which says that the
United States was exporting 30 percent of total world exports of
manufactures in 1953. That number runs down to 13 percent by
1971 and then stays there. The way I would interpret that is that
with output growing in the other parts of the world, the U.S. share
of exports was shrinking for given comparative price behavior, and
it took the devaluation of the 1970’s to stabilize that share at 13
percent.

Let me pass on to the changing distribution of U.S. exports. I will
skip a couple of pages and go to the page that is numbered 49 at
the top which shows a time series of U.S. exports and imports of
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chemicals, and the next page which shows -a time series of U.S.
exports and imports of capital goods.

There you see the two categories of manufactured goods in which
the U.S. trade position is strongest. There has been a large and
rising trade surplus in both chemicals and capital goods.

If you turn the page to page 51, which says table 20 on the top,
you see a little table that shows where the growth in capital goods
exports was in the 1970’s, and what we see is that a major market
for U.S. capital goods that developed in the 1970’s was the develop-
ing countries, Latin America, and the other category Asia and
Africa, where we had a significant increase in sales of capital
goods.

The next chart, which is on page 53, shows the category in which
the United States has had the biggest trade deficit. That is consum-
er goods, and you can see a rising trade deficit in that category.
That has been a traditional position in the United States. One of
the things that we see when we take a long look at trade data is
that the United States has generally been a net importer of con-
sumer goods. Before World War II it was, and it is just during a
short period after World War II when we were a net exporter of
consumer goods.

The next chart on page 54 shows trade in automotive products.
There you see the United States was a net exporter of automotive
products up to around 196——

Senator BrabpLEY. Mr. Branson, would you excuse me? I thought
Senator Roth would be back. I have 4% minutes to vote. If we
break for 5 minutes, I will be back and we can continue.

Mr. BrRansoN. OK.

[A brief recess was taken.]

Senator RoTtH [presiding]. Gentlemen, it appears as if we may
have more than one vote, although your guess is as good as mine.
But I think in the interest of moving forward, we will proceed with
the testimony.

Mr. BransoN. Well, I was discussing the changing composition of
U.S. trade, and we see that in one of the figures that I have handed
out that there has been a very rapid growth in the U.S. trade
surplus in capital goods, a very rapid growth in the U.S. trade
deficit in goods such as consumer goods and automotive products,
and of course in fuels with the price of oil moving.

To summarize the picture of the current trade situation, it is
that the United States has moved from being the dominant manu-
facturing producer in the world to being one of a number of fairly
competitive centers, and the composition of U.S. trade has moved
very rapidly toward concentration on capital goods and chemicals,
importing consumer goods and automotive products. I would inter-
pret that as a movement in the direction of specialization in areas
of comparative advantage. It makes the economy more open, in a
sense, and more vulnerable to external disturbances. At the same
time, it gives us the gains we get from specializing along lines of
comparative advantage.

I think that the problem now for U.S. trade is to maintain a
competitive position in this kind of multipolar trading world, and
that means that we have to be concerned essentially about produc-
tivity growth in order to maintain our competitiveness, especially
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in the areas of our comparative advantage, which are the produc-
tion of capital goods and other products that use skilled labor
intensively in production.
1 will stop there and turn the floor over to the next panelist.
Senator RotH. All right, Mr. Malmgren.

STATEMENT OF HARALD B. MALMGREN, PRESIDENT, MALM-
GREN, INC., AND FORMER DEPUTY SPECIAL TRADE REPRE-
SENTATIVE, 1972-75

Mr. MALMGREN. Senator, I have made a long statement in writ-
ing which I have made available for the record, and I won't read
that. The reason it is a little bit long is that I was asked by the
staff on behalf of the committee to try to paint a backdrop for this
series of hearings.

Senator RotH. Could you speak into the microphone? It is a little
bit hard to hear you.

Mr. MALMGREN. As 1 said, the long statement is there as a
backdrop to some of the hearings that you will be having not only
today but in the future.

What I start with here really is a point of departure with which
you are familiar, and that is the crisis of confidence and competi-
tiveness in the American economy. What I am pointing out to start
with is that at a time when global forces, which I will describe,
require faster adjustment of our economy than in the past, we are
in fact adjusting more slowly than at any time since World War II,
that we have talked ourselves into slow growth and slow capital
formation. Yet, to deal with the forces that we have to cope with in
this coming decade, we should be doing rather the opposite. It is
inevitable in the present circumstances that our productivity per-
formance is weakening; that there are inflationary consequences of
utilizing an increasingly inefficient industrial base that is not
being modernized; and that we are having serious troubles in basic
industries, so basic as autos and steel, which we would never would
have foreseen in, let’s say, the autos case 10 years ago.

Now, there are a series of reasons, that we have to take into
account that caused this problem, the first of which is the growing
interdependence of the U.S. economy with the rest of the world.

Now, our automobile drivers, all of us, when we had to wait in
line a couple of times, realized we are interdependent as regards
fuel, and there have been cases where our farmers have been
awakening to the fact that international markets determine the
well-being of their own farms and farm incomes at home. But apart
from that, we really don’t recognize in policy very much the tre-
mendous interaction.

I give some figures in this testimony relating trade not to GNP,
which is so popular, but rather to something else. In our economy
we have a lot of services, dentists, lawyers—of course, many law-
yers—and doctors and people who drive buses, and these people in
the service sector are not dealing with tradable goods. They are
dealing with things that are kept at home essentially. So trade
should really be compared with what do we produce that is trada-
ble, that is food and industrial production.

The Commerce Department offers a couple of series for that, but
1 use the upper figures to compare them with other countries. But
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in any event, looking at trade as a percentage of our production of
goods, exports are a little short of 23 percent and imports about 29
percent. These are big numbers and they explain why when we
have an exchange rate adjustment or trade problem it passes right
through into the economy, much faster than it did 10 years ago.
Indeed, these ratios are more than double what they were in 1970.
That curve is going up. I believe that 10 years from now that
interdependence will be greater.

Now, the comparable ratios for other countries are much higher,
although Japan is not as high as most people think. The highest
country is Canada, and then next highest is the United Kingdom.
The United Kingdom, about 75 percent of its industrial production
and food production is trade.

Now, that is one area. The second area is the interaction of our
monetary system at home with the international monetary system,
to such an extent that it is no longer possible for us to separate out
the management of the money supply and the interest rate at
home without taking into account the international circumstances
and vice versa. We saw this recently with having to drive up the
interest rate a couple of times in the last 2 years in order to defend
the dollar in world markets.

Related to this is the enormous increase in what some people
talk about as the Eurocurrency market, but which I would general-
ly describe as a pool of dollars and other assets somewhat detached
from national market behavior and available for international
lending.

There are disagreements about the scale of that. I give some
figures that are much larger than the typical press accounts. In
any event, it is my view that the scale of this pool is so large as to
create all by itself a source of potential volatility for the dollar and
other hard currencies.

Now, in addition to this, because of the volatility of asset hold-
ings throughout the world people are more concerned with their
expectations about what is happening in each economy than they
are about the current economy or the current figures, the current
statistics. And those expectations have to do not only with the
trade account of a country but also its political behavior, its stabil-
ity, its order, whether its economic policy seems coherent or not.
These factors do affect the judgment about where you want to park
your assets.

And that creates yet again a source of instability because you
may today want them in D marks and tomorrow in sterling, and
the dollar looks relatively not as attractive as it once did.

This means that currencies can move around quite a bit in short
periods of time without necessarily a connection with the trade
account, as is happening with sterling right now, which is way too
high relatlvely to its trade account. It has a terrible trade account.

Now, this puts the United States in a quandary. Do you relate
the dollar to domestic considerations or to these international con-
siderations? If the dollar does decline this has two effects right
away at home because of this interdependence. One, you get infla-
tion at home from that dollar exchange rate effect; and second, it
encourages the OPEC producers to either raise prices or slow down
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the supply of oil. So you can’t just write it off and say, well, let the
dollar run. It is not possible.

In addition to these factors, we are facing new sources of compe-
tition in the world marketplace. Not only the traditional competi-
tors, Japan, a few other countries, but newly emerging countries
are coming onstream very fast, and Korea, for example, is one of
the examples I would use. Korea now is world class competition in
steel, shipbuilding, engineering in the Middle East against our
companies, and in electronics.

The Japanese were a problem for us in certain sectors, and are
now moving up the ladder, and we see them converging with us in
competition in the areas of computers, office machines, automated
machine tools, areas where we thought we were more or less ahead
10 years ago and would stay so.

But the new competitors, the developing countries that are grow-
ing very fast, are also being chased by centrally planned economies
of Eastern Europe. These two groups have to pay their debts. They
have enormous debts, and so therefore they must export as fast as
possible. And they are tending to export more or less the same
products, so that intensity of competition, not only to the United
States but to the world market, is going to grow in the 1980’s.

Now, traditional markets for the United States, in my view, will
be changing. Our European orientation will gradually phase down
and the Asian Pacific will gradually phase up. Developing coun-
tries will probably become more important for the simple reason
that they grow faster than the average industrial country. So they
are growth markets. It is pretty inevitable.

The United States, however, is going to be in a bind in this
category of countries because to sell to countries that have debt
problems, you have to finance. And in my view—I have gone
through this—there are some problems for the United States. First
of all—you can look at the numbers later—American banks in the
1980’s will also be in a declining competitive position. I think this
is absolutely inevitable unless we change the capital structure,
which we are not likely to do, of our banks, change our regulatory
policies. Banks of other countries will be able to take smaller
spreads, and therefore they can go out and hustle more trade
business than we can.

It is now—I didn’t mention it in my statement—the case that a
number of our banks are financing trade out of European sources
rather than financing them from here because they can cut a
better deal. They can also get cooperation with governments of the
other countries on better terms.

The regulatory environment and country risk considerations are
factors also, but they are not the only ones. I mentioned that the
way in which we handled the Iranian asset seizure has also had a
very bad effect on the syndication market.

Throughout the western world, because of this financing prob-
lem—and that is where the trade is—governments have been in-
creasingly involving themselves in not only export finance but
guarantees, local cost financing, inflation and exchange risk insur-
ance, and even use of AID funds. I believe this process will grow. It
is inevitable because countries that want to export and have the
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capability to pull together their private and public funds and guar-
antees will do so.

Now, on the developing country side, for those countries that
have some leverage, they will be also bargaining harder. An exam-
ple was Mexico in the last 2 months asking, in exchange for oil, for
comprehensive assistance in building ports, transportation facili-
ties, basic industries, and finance, and aid, all as a sort of a pack-
age. We are going to see more of that in the 1980’s. The interaction
of private and public effort, in that regard, will be easier for
France, Germany, and Japan and difficult for the United States
because we are not used to thinking in terms of public-private
cooperation in that way.

Another fact of life which we face is that there is excess capacity
and heavy Government intervention in a number of other coun-
tries in some of our basic industries such as steel, chemicals, petro-
chemicals, nonferrous metals, so that the world market is condi-
tioned very much by heavy Government intervention, particularly
in Europe and the developing countries, but not so much in Japan
as is thought.

We do have, though, in some of these key industries, world
overcapacity in the 1980’s. So when you say let’s do something
about steel alone in the United States, it is very difficult to see
that except in a world context because there is just too much
capacity there.

We have some problems of adjustment in the 1980’s that may be
shocking to our economic system. Energy you know about, except
that I would add that the Persian Gulf is, in my view, highly
unstable politically so that we could have additional shocks we are
not anticipating at this time. In my opinion in the 1980’s we will
have a tight fit in food supplies. Any back-to-back 2-year period of
tight markets or tight supply will be quite disruptive. This year we
will have a so-so production picture globally. If we have another
one back-to-back with it, we would have big trouble.

There will be a tight fit for raw materials in the 1980’s because
there has been very slow investment in minerals and mining for at
least 15 years. If we stepped up to a little bit higher rate of growth,
we would get bottlenecks by 1985.

Now, another factor is that all of the markets are becoming—and
economists have difficulty with this—are becoming interactive, so
that the commodities, and as you know, the silver market and the
exchange markets, and markets for anyplace where you can put
your money and protect it from inflation are all becoming one
fungible market. Portfolio analysts can handle that as a thought
process, but economists tend to like to keep these markets
separated.

But what that means is that even the Federal Reserve has trou-
ble controlling the handling of funds and the movement of capital
in the economy, and the short-term and long-term forms of assets.
It was clear that in the latest credit crunch, the Fed had to ask for
restraint in the speculative area in order to get control of the
money supply in general, and the asset positions of people.

These interactions make a lot .of our economics obsolete. The
possibility for lurches from one market to another is greater than
ever. People are, let’s say, staying more liquid than they were 10
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years ago when they were willing to invest long term, but now
staying much more short term, make the stability of the overall
system very difficult to assess, but it is volatile.

Other countries have been investing slowly also, but they have
been doing better, let’s say, in terms of keeping their productivity
up and mvestlng in the industrial sectors, in the job creating
sectors.

R. & D. has slowed down. Other countries have done better in
that area.

So we then face some fundamental issues. How do we catch up
and then get up to speed once again to be a leader? I cover some of
the issues, but my theme in the concluding part of the statement is
that quick fixes aren’t going to work. We have to think this
through in a more methodical way, and we have to try to relate all
these fields and understand what it is that trade has to do with our
domestic growth and capital formation and vice versa, and that you
can’t separate these pieces out and deal with them one at a time.
We need to rethink the interaction of our international and domes-
tic policies. We need to rethink our troubled industries.

In this area, I have spent a lot of years, as you know, in handling
trade disputes and trade problems at home in this country in the
Government, and I have thought a lot about what happens when a
company or a group of companies comes in for help. Do you just
give the help and walk away from the problem and hope that
something happens during 5 or 7 years, or do you somehow oversee
that change? What is the quid pro quo for the public sector, to
defend the workers, the consumers, the broader range of interests,
the suppliers, the buyers, so that you know that something hap-
pens while you give the help. What is that critical bridge between
public and private interests when somebody comes into the Govern-
ment for relief?

I try in my statement to touch on this in a number of ways.
Boiled down I suggest that Rohatyn’s idea about a reconstruction
finance corporation is another porkbarrel. But I think something
intermediate between bankruptcy and telling people to rely on
their own devices, some conditional situation intermediate is what
we need to define. We need to think through how we deal with
that, what kind of overseeing we want to have, and whether it
should be private or public.

In my own opinion, probably the oversight should be on the
financial community side in the private sector because they can do
it better than Government. My own view of Government is that
Government can carry out official policies reasonably well, with its
many good people, but in terms of watching over company behav-
ior, Government people are not very experienced in that and usual-
ly make a hash of it.

This area is related, of course, to the issues of industrial policy
that are so faddish right now, and I mentioned that in public
dgbate this is not well thought through as to what we are talking
about.

I conclude with comments both on the international and the
domestic institutions, pointing out that each has problems of bu-
reaucratic turf and compartmentalization, that this is part of our
problem, and that we need somehow to create means by which they
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can interrelate the different areas of policy, so that for example
the capital formation work that the World Bank does and the
monetary management work that the Fund does and the trade
work is somehow thought through in a coherent way, and that
within our Government we begin to pull together these issues of
trade, trade finance recycling, aid, and the domestic adjustment
process that goes with it. )

This is not easy to do. The recent executive branch trade reorga-
nization was, in my view, a turning of the wheel a few more
notches of the ratchet, but it is a wheel that was started turning by
this committee and the Ways and Means Committee in 1962, and I
think it has some way to go further.

If you take, in summary, all of the points that I made in my
prepared statement, and walk through some of the numbers, you
might walk away with the impression that it is pretty gloomy for
the 1980’s for the United States, and I think it is, unless we get
hold of these issues and think about them.

But I also believe that if we were to really get a handle on the
issues, we have the capacity, we have the people, we have a Gov-
ernment big enough to think through, we have people that you can
bring here to this committee from around the country with enough
brainpower. It isn’t as though we are short of ideas. It is just that
we are having trouble pulling them together, and we are showing
no vision, in my view, -in the public policy area about the 1980’s as
a whole, more or less dealing with the problems as they arise as we
are in autos and steel, problems that have to be dealt with, but
problems that should have been anticipated, and problems that
cannot be solved in a year or two.

Thank you.

Senator BRADLEY [presiding]. Thank you very much, Mr. Malm-
gren.

Mr. Samuel, before we begin, perhaps we should pause. There
are five bells up there, I will go to the floor to vote, and then we
will be right back to continue this process and hope that we will
get to questions sooner or later.

[A brief recess was taken.]

Senator RotH [presiding]. Again, I would like to apologize to
those of you who are good enough to come before us this afternoon,
but it appears that it is going to be one of those afternoons in

which we have to run back and forth.

"I am not sure where we left off, but I would ask that we proceed.

STATEMENT OF HOWARD D. SAMUEL, PRESIDENT, INDUSTRIAL
UNION DEPARTMENT, AFL-CIO

Mr. SAMUEL. Senator, I am Howard Samuel, and I am here as
your third witness of this first panel.

Senator Rotx. Thank you, and welcome.

Mr. SAMUEL. I am very pleased to have been called to testify
before this committee. I do want to make it clear that my com-
ments emerge from my own experience and judgment and should
not be construed to represent the policy of the AFL-CIO in some of
these matters.
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Like the others, I have submitted testimony for the record and I
am going to cut through it fairly rapidly, omitting as much as I
actually give.

The issue which was raised with me as one which would be of
most interest to the committee, is the effect of the decline of
American productivity on our international competitiveness, par-
ticularly, of course, dealing with the American worker. I think that
question has been answered to a large extent by the figures that
have been presented by Professor Branson. He points out that
although obviously productivity in the United States has not been
increasing, and in the last year has actually been going down. Yet
in terms of international competitiveness, the U.S. productivity
rate is only half the story. The other half is the growth of wage
costs, and as Professor Branson’s figures pointed out, the fact is
that the modesty of our wage gains more than offset our relatively
poor productivity performance. The result has been a very strong
U.S. position over the years in respect to relative costs.

I have submitted some supporting material, but what it comes
down to is that unit costs, measured in dollars, have increased only
half as much in the United States as in other industrialized coun-
tries in the last 13 years. For example, U.S. unit labor costs were
up 79 percent from 1967 to 1978. In the United Kingdom the costs
were up 149 percent; West Germany costs were up 259 percent; and
Japanese 309 percent. Again, let me repeat, the United States has
only gone up 79 percent.

So the decline in U.S. trade competitiveness has to be laid to
other causes than slowed productivity growth or American labor
pricing itself out of the market.

Let me suggest a couple of other problems affecting our trade
position which in our eyes are more significant. ,

One of the causes is imports which worm their way into our
market on the basis of irregular pricing or special privilege be-
stowed by their home governments, and the closing of other mar-
kets to our exports through the use of various tricks of trade
practiced by the same governments. Such trade practices are based
not on ancient principles of comparative advantage but on viola-
tion of comparative advantage. In effect, these governments have
given up on it and instead are resorting to cheating on it.

There is good reason to fear that unfair trade practices, the new
GATT codes notwithstanding, will be on the rise during the decade
ahead. Tariffs are no longer the major barrier to trade they once
were. Successive tariff reductions since the Smoot-Hawley rates of
1930 have largely accomplished their intended goal. Nontariff prac-
tices, less visible and more difficult to circumvent, have become the
weapons of choice for governments and firms seeking to beggar
their neighbors by observing neither the spirit nor the letter of the
law of comparative advantage.

The expanding use of dumping and subsidies can take place
because of increasing government involvement in industry in
almost every industrialized nation other than the United States.
While a Chrysler loan guarantee is very much the exception on the
American scene, even more profound government involvement in
industry is the rule in Japan, Germany and our other key trading
partners, especially the developing countries. In many countries, at



18

all stages of development, government ownership of firms in the
private sector has become the customary final stage in any rescue
effort. Meanwhile the frequency of dumping violations is rising.
Although carried out by private firms, the chronic dumping appar-
ent in industries like steel is indicative of government support, that
is, either direct or indirect subsidies.

The economic impact of dumped or subsidized imports on the
U.S. economy and U.S. productivity growth are unfortunately
clear. Highly productive American producers can be undermined
by dumped imports whose price advantage results only from illegal
pricing practices. While some consumers may draw a temporary
gain from dumping, disruption of profitability, cutput, employment
and investment in competing domestic firms will not help improve
our national productivity track record.

A new species of unfair trade practices has recently emerged
with enormous potential for damaging U.S. investment and produc-
tivity growth. Performance requirements imposed on international
investors have an almost unlimited potential to pull investment
and jobs and new- productivity growth from the United States
because of the absence of any international rules limiting such
government intervention. These trade-distorting performance re-
quirements are becoming a major factor in international commerce
generally, particularly from countries like Brazil, Australia, New
Zealand, Canada, and Mexico. )

Performance requirements which distort trade are a matter of
great concern because of their negative economic effects. They
result in a direct transfer of jobs and production to the country
which imposes them. The international changes in employment,
production and trade which they cause are not a response to
market forces. These changes are the result of government fiat.
The purpose is to increase the imposing country’s economic welfare
directly at the expense of other countries. Such government-direct-
ed economic decisions not only injure other countries, they also
result in the misallocation of resources internationally, with pre-
dictable consequences for efficiency and inflation.

Performance requirements which artificially expand exports
threaten to grow into the most important distortions of global
investment, production and trade because they are not disciplined
by any present international agreements.

Because the United States is the source for approximately 50
percent of international direct investment, a large share of the
trade effects of these measures will be experienced in the U.S.
economy. This distortion of economic resource allocation will ap-
propri}zlate U.S. jobs and production and push down productivity
growth.

The other aspect of trade which deserves your attention is the
fact that some proportion of products crossing national boundaries
is made under exploitive labor conditions. I think I have already
made it clear I am not advocating repeal of the law of comparative
advantage. We know that there will be differences in wages and
conditions between developing and developed countries, even in
comparable industries making the same products with the same
capital. But comparative advantage should not serve as camouflage
to hide aggravated exploitation such as child labor in factories,
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forced labor, or the uncontrolled use in the workplace of toxic
substances or dangerous conditions. The standards of humanity
accepted by all of civilization do not bestow a license on anyone to
damage young children or kill adult workers, even those working
in the least developed of nations. Products which are designed for
sale to other nations should be requlred to have been. made. under
minimally reasonable standards.

It would to be difficult logically to protest against the imposition
of minimum labor standards for international trade. After all, a
principal rationale for increasing international trade is that it is
supposed to enhance the living and working conditions of all par-
ties, for both those who -sell and those who buy. But when a
building supply manufacturer in a developed country moves his
asbestos plant to an LDC in order to avoid health regulations,
neither the workers .in his old plant who have lost their jobs, nor
the workers in his new plant who are doomed to lung cancer, can
‘boast of any particular benefit from the resulting flow of trade.

There are other issues related to international trade which con-
cern America’s workers. We are dissatisfied, for example, with both
the policy and practice of adjustment  programs. We question the
Government'’s so-called neutrality toward outward investment. We
are dismayed by the mad competition among nations to finance the
export of capital goods, even when no economic purpose is served, a
competition which ensnares our own Export-Import Bank with all
the rest. We are not optimistic about the implementation of the
new MTN codes, particularly when we examine the very first
subsidy agreement signed with Pakistan.

The list could be lengthened, but your time is limited. Let me
sum up simply by assuring you that by and large, as I see it,
American labor, of any segment of the country, is the least bur-
dened with doctrine, whether free trade or protectionist. We view
the problem in most pragmatic terms. We know we cannot repeal
the law of comparative advantage. We are convinced that what is
needed, in fact, is more of it, not less. But comparative advantage
should not be diluted by unfair trade practices or exploitation of
labor or special deals for special trading partners. And we know
that given a climate of fair trade, the American worker can com-
pete with anyone on Earth and win.

Thank you.

[The prepared statements of the preceding panel follow:]
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TRENDS IN U.S. INTERNATIONAL TRADE AND INVESTMENT SINCE WW IT

1. Introduction and Summary

" At the end of World War II éhe U.S. was by far the dominant industrial
economy in the world, Hith'industriai capacity largely destroyed in Europe
and Japan, the U.S. produced more than 60 percent of the world's output of
manufactures in the late 19403.‘ As a result, the U.S. was a net exporter
of manufactured goods of all kinds; historfcally the U.S. was a net impofter
of consumer goods, but in i967 there was a net export sufplus of $1 billion
in that category. Thus in the immediate post-war years, the pattern of U.S.
trade was distorted by a relative strength in manufacturing that was transi-
tory. The recovery of the European and Japanese economies in the 19505'and
1960s, and the growth of manufacturing caﬁacity in the developing countries
in the 1960s and 1970; inevitably reduced the U.S. share of world output,
and of world exports. The evolution of U.S. trade patterns since World
War 11 has been strongly influenced by these initial post-war conditions.

- By the 1970s, trade patterns reflecting underiiing comparative advantage
“had been restored, and the U.S, vas'once again an importer of consumer goods.
The U.S. international investment position just after World War II was -
- miniscule. In 1950, U.S. private long-term assets abroad totalled $17.5
billion; foreign investment in the U.S. Vas'Sé billion. Thus while the U.S.
was very open to trade at that'poin;, there was little international owner-
ship of assets. The U.S. long~term foreign asset and liability positions
have both grown steadily at about 10 percent per year since 1950. .This has
resultﬁ? in an'in:erna:ionalization of investment over the same period in
which the U.S. lost its dominant position in trade.
In this paper we lay out and analyze the data on the trends in U.S.

international trade and investment since World War II. We see the shrinking
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U.S. fraction of manufacturing outpui and exports, a réturn to and strengthen-
ing of lines of comparative advantage, and balanced and rapid growth in long-
term investment. We also see increasing volatility of trade and long-term
investment in the 1970s, along with a real depreciation of 25 percent in the
weighéed U.S. exchange rate.
The outline of the paper is as follows. In section II we set the frame-
work by studying trends in the U.S. position in the world economy since 1950.
The U.S. trend real growth rate has been the lowest in the industrial world,
as the European and Japanese economies recovered. The U.S. share of manu-
facturing output shrank from 1950 to the 1970s, while the share of manufac~
tured exports has stabilized at about 13 percent since 1970. U.S. costs
have risen at a rate that is about average for the industrial countries,
and the dollar devaluation of the 1970s has tresulted in a significant real
depreciation.
In section III we study the trends in U.S. trade and comparative advan-
tage since World War II against the background of data going back to 1925.
The post-war export bulge was eliminated by the mid-1950s, and a stable pat-
“tern of trade emerged. It shows export surpluses in capital goods, chemicals,
and agriculture and deficits in consumer goods and non-agricultural industrial
. Inputs. Trade in automotive products switched from surplus to deficit in
-196?, and of course energy imports bhave soé;ea in the 1970s. At the four~
.digit end-use code level one can algo discern patterns of trade that are con-
sistent with the internationalization of investment and production.
Trends in long-term investment position are summarized in section IV.
There we see a picture of remarkably steady and balanced growth, with inter-
nationai assets and liabilities both growing at 10 percent or so a year.

The data on direct investment are disaggregated by country and {ndustry
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There we see that U.S. investment abroad has been increasingl} directed
toward Europe, whose share of total U.S. direct investment rose from

15 percent in 1950 to over 40 percent in 1977. To a large extent, direct
investmen: haﬁ gone to the industrial economies, rather than.to the -
developing countries. Foreign 1nv€stment in the U.S. has been ﬁainly_

European throughout, with a Ehare of 66 percent in the 1950s and the 1970s.

Developments in the balance of payments, reserves, and exchange rates
are discussed in section V. There we see the trend from -surplus to deficit
in the U.S. basic balance (currént account plus long-term capital), and the

marked increase in the'volaéility of the basic balance (as meésur?d‘by time
series variance) from the 1960s ;o the 1970s. This iﬁcrease in volaéiiity
has raised significantly the size of variation in reserves that would be
needed to fix exchange rates. The result has been more movement in reserves
with "floating" rates in the 1970s than with "fixed" rates in the 1960s.

It is difficult to summarize briefly the impression created by this in-
tensive revieu of the Qata, but perhaps it 1s worth a try. At the end of
World War 1I the U.S. déminated an industrial world tha; was tied together
economfcally mainly by trade. This was clearly a temporary position, at
least in hindsight. Gradually, over 35 years, the other industrial coun%
tr%es have caught up with the U.S., restoring a kind of economic balince
to the world picture. At the same Fime, 1;ce;nationa1 investment has thick-
ened the cgnnections of the U.ST to the wo?ld econoﬁy. My impression is
that from a position of dominance, the U.S. has become much more one of
eeveraliroughly equal centers, with increasingly tight economic intercon-

nections among them.
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Tablé 7: Average Annual Growth Rate of Output per Hour in Manufacturing
COUNTRY | 1950-55  1955-60  1960-65  1965-70  1970-75  1975-78
u.s. 2.62 1.26 4.40 1.22 .2.46 2.89
Canada 4.12 3.39 4.43 4.04 3.01 4.42
Japan 10.31 7.58 8.16 12.33 3.51 7.05
France 4,21 4.74 5.06 6.29 4.36 5.96
Germany | 5.86 . 6.09 5.82 4.94 “5.30 4.91

Xealy - 6.65 4.53 7.38 6.37 4.56 4.06°
U.K. 1.36 2.81 3.67 3.25 2.65

1.16
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Table 8: Shares of Total Manufacturing butpu: in Ten Indystrial Countries,

.1950-77

Share of Total, %

COUNTRIES | 1950 1955 1960 1965 1970 1975 1977
u.s. 61.9  S8.1  S0.5  S0.1  43.6  42.5  44.0
Canada 3.5 3.4 3.3 3.5 . 3.4 3.7 3.6
Japan 2.1 3.5 6.3 8.0 131  13.2  13.4
Denmark 0.7 0.5 0.6 0.6 0.7 0.7 0.7
France 7.6 7.1 8.; 8.1 8.9 5.8 9.6
Germany 1.1 4 1.2 167 17.2 16.5 16.0
Ttaly 2.2 2.5 3.1 3.1 3.7 4.3 4.3
Netherlands | 1.8 1.9 2.2 2.1 2.3 2.3 2.2
Sveden 2.0 1.7 1.9 1.9 1.9 2.0 1.6
U.K. 8.2 7.2 6.9 5.9 5.3 4.9 4.5

SOURCE: Department of Labor
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Table 12: Index of U.S. Weighted Relative

Unit Labor Cost, 1975=100

YEAR

RELATIVE COST

INDEX
1961 ' 152.6
" 1962 ’ 151.8
1963 ° - 151.0
1964 151.2
1965 . 148.1
1966 167.5
1967 148.1
-1968 - 151.4
1969 _ 151.2
1970 " 144.8
1971 © 13700
1972 123.9
1973 ' 110.1
1974 105.8
1975 © 100.0
1976 7 105.1
1977 . 104.2.
1978 * 96.5
SOURCE:" International Monetary Fund
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Table 13

of Manufactures (SITC 5-8)-

1953 1956 1959 1962 1965 " 1968 1971 1574 1976
.Total .

(million $) 37,738 | 51,721 61,400 | 79,330 [109,730 [150,070 (226,670 483,070 [585,260
Country Z of Total -
Developed 88.0 | 83.5 82.1 81.6 | 82.0 83.1 | 83.9 83.7 83.1

- woes?/ 1.0 6.6 5.3 5.3 s.8 5.8 | 5.5 7.8 8.0

. CP_Esy 5.0 9.9 12.6 13.1 | 12.1 11.0 | 10.4 8.4 8.9
Developed .

W.Europe 49.0 | 50.1 53.7 54.4 | s4.7 53.0 | 54.7 54.9 54.0
EEC - - 31.9 33.5 34.64 36.4 35.8 *44.9 44,0
EFTA - - 20.3 19.2 | 18.4 17.2 | 17.2 [ * 8.2 8.0

Germany 9.7 | 12.2 15.6 16.8 | 15.4 14.8 | 15.4 16.3 15.5

u.s. 29.4 | 23.0 | 18.7 17.6 | 15.8 15.8 | 13.4 13.2 13.2
Canada 5.0 4.3 3.9 3.5 3.7 4.9 4.6 3.4 1.5.
Japan 2.8 4.2 4.9 5.5 7.1 8.1 | 10.0 10.9 10.9
Other 1.9 2.0 1.2 0.6 0.8 1.4 1.3 1.4 1.5
LoC

4/

Africa~ 1.6 1.4 1.3 1.2 1.3 1.3 0.9 0.9 0.6

Lat.Amer. 1.6 1.6 1.2 1.1 | L2 1.6 1.4 1.9 1.6

M.East " 0.3 0.4 0.4 0.3 0.4 0.2 0.2 0.5 0.4

s .

l*sh*J6 3.5 3.2 2.4 2.6 2.8 2.7 2.9 4.5 S.4
N1cs8/ 0.9 0.9 0.8 0.9 1.2 1.5 1.8 2.4 3.0

1/

='Developed Market Econonmies:

2/

South Africa
_~"All countries excluding Developed & CPEs

3,
—,East Europe, U.S.S.R., PRC, Mongolia, N. Korea, N. Vietnan
L] Excludes S. Africa & Rhodesia

élsxcludes Developed countries & CPEs

U.S., Canada, Japan, West Europe, Australia,

N. Zéaland, -

[)
=" Republic of Korea, Hong Kong, Singapore (Data for Taiwan was not available for the entire

period')
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Table 18: U.S. Effective Exchange Rates, 1961-~78,

1575'— 100
a ) Q)
Effective - U.S. WPl Exchange Rate
YEAR Exchange Relative Adjusted for
Rated/ . to Competitors : ". Relative WPI
3)=(1)+(2)x100

1961 85.0 "102.6 82.9
1962 84.3 101.7 ' 82.9
1963 84.2 99.7 : 84.4
1964 84.2 98.2 ‘ 85.7
1965 84.2 ) 98.0 . 85.9
1966 84.2 98.4 85.6
1967 84.0 98.7 85.1
1968 82.6 99.0 ' 83.5
1969 82.4 ’ 99.3 . 83.0
1970 8.2 . - 98.4 ’ 84.5
1971 85.5 98.3 86.9
1972 92.3 98.4 - ' 93.8
1973 100.3 98.3 102.0
1974 98.1 . 97.9 100.2
1975 100.0 100.0 ) 100.0
1976 94.4 ' 97.3 97.0
1977 95.6 96.4 99.2
1978 . 105.3 98.9 . 106.4

a/

=" This is the inverse of an index of the weigthed average of the foreign
exchange prices of the U.S. dollar.

SOURCE: International Monetary Fund



29

€0 WO

M
frren
LEYIN]
At
rerat

varen

~1
AT
LFLTN]
cogat
*canms
reang
sroar
*3ant
*1ant
caoas
*acat
AL
AFL-TN]
socat
eccay
svant
SFuAr
.7cat
LRLYA]
cueay
ALY ]
caver

«Imports

Exports =+

- e e e e
24
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. Table 20: Change in Capital Goods Exports, 1972-75

($ billioen)

Area

Increase in Exports

Western Europe
Eastern Europe

Canada

Japan

Latin America
Australia, N.Z., S.A.
Other Asia and Africa

TOTAL

$4.9

0.7

2.7

0.5

3.6

. 1.1
5.5

19.0
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Table 25: U.S. Long-term Assets and Liabilities,

1950-77 ($ billion)

U.S. Private U.S. Gov't. -  U.S. Long-Term

-216.6 - .47.8 93.9

Balance
YEAR . long-Term Long-Term Liabilities
Assets Credits i
e @ ’ E) Q+@)-3)
1950 17.5 ©10.8 8.0 20.3
1955 '26.8 .o 124 13.4 25.8
1960 44.4 14.1 18.4 40.1
1965 7.0 203 ' 26.4 64.9
. 1970 ' 105.0 2906 447 - 89.9
1975 174.4 - 39.8 80.7 133.1 .
1977 - 170.5
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Table- 26: U.S. Private Long~Term Foreign Assets

($ billion)

YBAR Total Direct Foreign Foteign ' Othe;'
. Bonds . o Stocks
1950 17.5 " 1.8 3.2 1.2 1.4
1955 26.7 19.4 3.0 2.4 1.9
1960 468 3.9 5.5 ' 40 . 3.
1965 1.0 . 49.5 10.2 5.0 64
1970 105.0° 78.2 1.2 6.4 . .2
1971 114.5 83.0 15.9 7.6 8
*1972 127.8 90.5 17.1 “10.5 9.7
1973 | 139.8 101.3 174 10.0 1m1
1974 151.0 110.1 19.2 . 9.0 - 127
1975 174.4 © 126.0 5.3 96 15.4,
1976 198.3 136.4 347 9.5 . 17.8
1977 216.6 - 128.8 39.2 100 8.5 .
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Table 28: U.S. Mng-Tém Liabilities to Foreigners

(¢ billion)
YEAR Total Direct Bonds ’ Corporate Other.
. Stock’
1950 8.0 3.4 - 0.2 2.9 1.5
1955 13.4 5.1 0.3 _ 6.6 1.5
1960 18.4 6.9 0.6 9.3 1.6
1965 26.4 " 8.8 0.9 -14.6 2.1
1970 4.8 T 133 6.9 18.7 5.9
1971 . 50.1 Y X N * 6.1
1972 60.8 14.9 10.9 27.8 7.1
1973 7.3 20.6 12.6 3.5 7.1
1974 67.6 25.1 10.7 - 2.2 7.6
1975 80.7 27.7 10.0 35.3 7.7
1976 92.6 "30.8 12.0 42.9 7.0
1977 93.9 36.1 13.4 ' 39.7 ‘6.7

SOURCE: Survey of Current Business
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STATEMENT B8Y HARALD B. MALMGREN
BEFORE THE SUBCOMMITTEE ON INTERNATIONAL TRADE,
COMMITTEE ON FINANCE, U.S. SENATE

July 28, 1980

- THE GLOBAL CHALLENGE OF THE 1980'S

At the beginning of the 1980's in this nation we find
ourselves at a time of pervasive loss of confidence. Growth and
capital spending for the future have fallen off. Building for
tomorrow has given way to consolidation and cost-cutting today.
Commitm;nts of our economic resources to long~term modernization
and development of new products and new sources of supply are
being made at an historically slow rate. Inflation seems to
have become chronic, a universal corrosive. Even economic
downturns do not offer much hope of squeezing out inflation.
Research and development expeqditures are falling off. Existing
plant and equipment have not only been asging and becoming
obsolete according to underlying trends, with which we do have

experience, but also as a result of erratic shocks in the world
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market structure, particularly the enormous leap in the price of
energy. These shocks have had the effect of making inefficient

all at once vast amounts of our existing capacity.

Our markets seem to our businesses and workers to be
buffeted by international forces beyond our control, causing
domestic adjustment difficulties which had not been anticipated
a decade ago: gyrations of exchange rates, sdrges in imports,
unexpected rise in the number and quality of international
competitors as the developing countries emerge in world markets,
interest rates which seem driven externally rather than by home
monetary conditions, energy constraints, to name a few.
Domestically, too, our national economy is subject to almost
univérsal complaints about inflation, unemployment, problems of
structural adjustment, poor productivity, quelity of life,
social injustices, and unfairness 10 particular sectors or

interest groups.

Calls for government action, to put the situation right,
have resulted in more and more public, official efforts to
manipulate particular elements of the economic environment, but
swollen budgets have been one result. Expanded, costly
regulation of the private sector has been another consequence,
as government has increasingly sought to meet its objectives by
of f-budget actions. Fiscal policies have become less flexible,

owing to the political need to maintain programs, once they have
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started, and monetary policies are now leaned on more and more.
But the monetary side of our economy has become so complex
domestically and so internationally interactive that we cannot
even measure what it is we are trying to control, we cannot
readily channel the flows of capital because of the explosion of
alternative financing techniques, and we cannot avoid exchange

rate implications of interest rate adjustments.

In the face of awesome problems, we increasingly call for
new leadership, blaming our predicament on the quality of our
present leadership-. Yet potential new leaders offer no magic or
convincing alternatives, and the lessoﬁ gradually being learned
is that government may not be capable of gaining command of the

present forces of change;

What has happened to our confidence and our
competitiveness? What are the challenges facing the United
States, and how are we dealing with them? What are the
implications for our relative global economic power, and our
capacity to influence other nations and the workings of the

international economic system?

We are in a serious predicament. At a time when qlobal

forces require even fagster adjustment of our economy than in the

past, we are adjusting more slowly than at aﬁy time since World
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War II. We talked ourselves into slow growth. We lost
confidence in our economic Futﬁre, and slowed down the pace of
our long-term capital commitments. Yet, to deal with the forces
of change we should be growing faster and spending more on
rebuilding our capital structure than ever before. Without
rapid adjustment, it is inevitable that our productivity
performance would weaken. It is inevitable that we would suffer
inflationary consequences of utilizing an increasingly
inefficient industrial base. It is inevitable that we would
have serious troubles in such basic industries as autos and

" steel.

What are the forces we as a nation have to reckon with in

the 1980's?

first, we have to deal with growing interdependence of our

economy with that of the rest of the world.

Our economy has become far more interactive with the
economies of other nations than most Americans realize. OQOur
farmers do know that hslf our total grain production goes into

~world trade, and that world markets are therefore a major
determinant of domestic farm prices and farmer incomes. As
drivers and home owners, we all have recognized our
exiraordinary dependence on foreign oil producers for generating

our gasoline supplies and fuel o0il. But beyond a few sgsuch
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dramatically obvious examples our recognition of global

interdependence is minimal.

Yet the interaction of our economy with that of the world

has been growing markedly in recent years. For example, we

usually think of trade as a relatively small part of our
economy, by comparing our trade with our GNP. In 1970, U.S.
exports and U.S. imports.each accounted for about 4.3 percent of
GNP. In 1979, exports were about 7.5 percent of GNP, and
imports about 9.2 percent. The impact had more than doubled in
the 1970's. Yet this does not tell the.whole story. The
balance of our economy is increasingly shifting towards a
greater share for services, and a declining share for industrial
activity. Much of our services are not traded -- dry cleaning,
dentists, most of our lawyering, local transportation, etc. A
true comparison would be trade in relation to the domestic
production of goods -~ food and manufacturing production -- of
goods which are tradable. The Commerce Department has developed
such a series. In 1970, exports represented 14.4 percent of the
U.S. production of goods, and imports 14.3 percent. In 1978,
the export ratio was 22.4 percent and the import figure 29

percent.

If that seems surprisingly high, the comparable ratios for
france and Germany are around 50 percent; for the UK, 70 percenf

for exports and about BO percent for imports -- and Canada is
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even higher, in the 80 percent range.

In recent years, the ease of transportation, the speed of
communication, the spread of capital and technology, the
mobility of multinational enterprises, the relentless growth of
trade at a rate faster than national GNP growth of most nations,
have all led to greater and greater interweaving of national

economies.

Even the management of our domestic monetary system is

gqreatly affected by international considerstions, with our

interest policy periodically driven by external considerations.

In the financial area, the intertwining of our capital
markets with rest of the world has grown increasingly intricate.
Banks not only lend globally, they also source funds throughout
the infernational capital markets. The range of financing
options to a corporation are now so wide that the Federal
Reserve felt it had to ask non-U.S. banks, and their respective
national monetary authorities, to discourage lending to U.S.
enterprises outside the guidelines imposed on U.S. banks in the
recent squeeze. The monetary authorities of other nations did
not agree, and the problem would no doubt have become serious

had the U.S5. credit squeeze continued.

The Eurocurrency market has given rise to considerable
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controversy and worry, not just because of its relatively
unregulated character, but also because of its scale. According
to the BIS statistics on this market, it has by the end of last
year grown to about onetlelion dollars gross or about 650
billion dollars net of interbank deposits. While it i; popular
to rely on the net figure, one should remember that a lending
institution is driven by its gross deposits, and not by sgme
statistician's abstraction described as net. However, there afe
now new figures emerging in the work of the IMF and in recent
research by an American banker, Jay f. Sterling, Jr.,

which suggest that the real gross figure at the end of the
1970's may have approached l.B{Uillion dollars. This pool,
primarily dollars, is sufficiently large and liquid that its
potential volatility and cross-border flow threatens national
monetary management, and has a direct effect on the 1gve1 of
exchange rates. Large holdérs of various kinds of dollar
positions throughout the world must increasingly concern
themselves with the potential volatility of the dollar, and

other currencies as well.

It used to be easiep, theorizing about exchange rate
determination. One could focus on the current account of a
nation and draw conclusions about the transactions demand for
that currency. Then one might make allowances for capital
flows. When capital outflows or inflows became large réla£ive

to trade balances, some economists found their theories about
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purchasing power and comparative advantage slipping a little,
but still the transaction motives for currency exchange seemed
to be most prominent. Now, at the beginning of the 1980's, at
a time of persistent high inflation, the dollar holders, and
other asset holders, are concerned as well with preser&ing and
enhancing their assets at a time when inflation corrodes asset

value.

The asset motivations may often overwhelm the transactions
motivations, in which case the primary determinants of exchange
rates are expectations about future values and yields. These
expectations may be partially based on recent current account
experience of a nation, but they will also reflect expectations
about inflation, productivity, political safety, national
politics and economic policies, and especially monetary
(interest rate) policy. As with equity markets, expectations
are also conditioned by what you think other buyers and sellers

expect.

Under these circumstances, it is quite possible for a
currency to rise to undesired heights, as is the.case for
sterling, or to illogical depths, as happened to the yen a few
months ago, on the basis of many factors other than the current
account outlook. The recent high British interest rates and the
existence of a sophisticated banking center in London have

helped sterling up much more than North Sea o0il, to which the
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press has given great credit. The British trade account not
only is not the driving force; but now the British trade account
and the process of industrial adjustment are suffering extreme

pains of a high exchange rate.

Consequently, with asset managers in the U.5. and
throughout the world ever alert to the changes in tides of
expectations, strong currencies can move great distanceg in
relatively short periods, as we have seen fof the DM, yen, Swiss
franc, Canadian dollar, and U.S. dollar. My own judgment is
that the volatility may become greatef in the 1980's, as
domestic asset managers increasingiy learn that they too cen
manage their portfolios on an international scale, and
as the markets become even more interlinked by technological

advances in communications and information processing.

It has been estimated that 150 to 200 billion dollars of'
foreign exchange transactions go through the New York clearing
banks each business day. The scale of the activity is awesome.
The potential scale of do;lar diversification, out of dollars,
or out of more liquid positions to more fixed positions (equity,

bonds, property) is also awesome.

Let me note here that it has been conventional wisdom that
the dollar's role or share in international finance has remained

steady in recent years, especially in national reserves. The
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gross figures have however masked a reduction of relative dollar
positions by many countries, while the Germans, Japanese, Swiss,
French, and British intervened heavily to purchase dollars in
defense of their own currencies. Now the more basic trends are
becoming visible. Many countries have cut the proportion of
dollars in their reserves, and even the absolute amounts in some
cases. While the overall average share of dollars in total
national reserves of currencies has been about 80 percent in the
1970's, it seems now to be receding. If we set aside the five
reserve currencies I have listed, the share has fallen under

two-thirds, and is probably continuing to fall back.

The dollar still represents a relatively politically safe
position, compared with other currencies. But even this safety
factor was recently diminished, psychologically at least, by the
methods employed by the U.S5. in seizing Iranian assets. The
dollar still stands on a_strong economic foundation, the U.S.
economy. But world trade patterns are changing. Debt and
recycling needs are shifting. Alternatives do exist to dollar
positions. The dollar is therefore becoming acutely sensitive
to interest rate differentials and inflation differentials. The
recent weakening of the dollar is directly related to the rapid

decline in U.S. interest rates.

In such a world, even a mighty country like the U.S. is

caught in a quandary -- whether to focus monetary policy on
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domestic economic conditions or on defense-of the dollar. It is
not an easy choice, for if the dollar declines much, there is a
strong inflationary effect within the U.S., and the OPEC
_producers are encouraged to raise oil prices even faster, or
else reduce supplies, which in turn .sets loose new inflationary

forces.

The interdependence of markets of which I have been
speaking is quite vital to the effectiveness of national
economic policies, both sectoral and general. The competitive
rise in interest rates around the world in recent months, and
subsequent collapse of the U.S. credit restraints brought many
forces to work -- in great swings in exchange rates, in
gyrations of commodities, in altered export competitiveness

positions among treditional trading partners.

We are facing new, additional sources of competition in_the

world marketplace, as well as at home. Where once we worried

about hiéh labor-intensity imports from Japan, like textiles,
today we face new competitors from among the developing
countries. The number of countries capabié of exporting
manufactured goods is growing fast -- and these are not simply
textiles, apparel, and footwear. Korea is already a global
qompetitor in electronics, steel, shipbuilding, and even
big-ticket engineering and construction projects. Brazil is

already exporting several types of aircraft, including executive
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jets. World car concepts will enable many countries to be part
of the automotive workshop that produces our vehicles. As for
Japan, we no longer worry about imports of textiles and
labor-intensive products. Now we worry about Japanese
computers, office machines, and sophisticated, automated machine
tools, and we worry about the high quality of Japanese consumer
products generated from capital-intensive production systems

which minimize the scope for human error.

The newly emerging industrial competitors must export more
to service their debts, and pay for imported food, oil, and
capital equipment. These newly emerging competitors are being
chased by other nations who also have growing need to export.

In particular, the centrally planned economies in Eastern Europe
have an urgent need to service their growing debt and to pay for
food and o0il purchases on the world market. They too will be

intensifying their export efforts.

Traditional markets may in the 1980's have a relatively

{ess important role in U.S. trade than the OPEC countrieg, the

non-oil developing countries, and the centrally planned

economies. The EC will be digesting a broadened membership.
Greece will soon be a full member. Spain, Portugal, and
possibly Turkey‘will have gradually more intimate arrangements

with the EC, with Spain likely to become a member reasonably
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soon. These countries can supply labor-intensive products, as
well as labor, for the EC. They, and the associated countries,
especially in Africa, can supply many raw materials as well.

The EC will have all it can do to assimilate the growing
economic role of these countries in the Community, and will be
reluctant to involve itself in further globel liberalization.
Japan and Canada will remain big buyers, but their markets will
not grow fast for U.S5. products. OPEC countries, in the Middle
East especially, can sustain high purchases of capital goods,
food, luxury goods, and weapons but even they are becoming
conscious of rising construction costs and the political dangers
of too much weaponry or conspicuous consumption. They will not
be buying on the scale that they did in the 1975-79 period. The
developing countries and the centrally planned economies thus
turn out to be very important markets for the U.S. The non-oil
producing LDC's now take about one quarter of U.S5. total
exports. These countries have been growing about half again as
fast as the rich, Western industrialized countries, and as such
they are the true growth markets for the 80's. But they can
only buy imports where financing of the imports is available.
Commercial bank leﬁding, official export credits and guarantees,

and aid transfers are essential in selling to these nations.

The U.S. is likely to slip behind in this area of fipancing

exports, for several reasons. One problem, and this is not

widely recognized, is that U.S. commercial banks are losing
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ground in global banking competition. In global international

lending to non-banks, i.e., to corporations and governments, the
American bank market share dropped from 1976 to 1978, from 33
percent to under 7 percent. It is highly unlikely that the
American bank's sharé will rebound to the share held in the
1960's and 1970's, in the 25 to 40 percent range at that time.
Most American banks experienced net repayments on Eurocurrency
loans in 1978, and in 1979 preliminary data suggest that this
falling back is continuing. Among the reason is a structural
problem: The capital-assets ratio for U.S. banks requires a
pre-tax spread of 100 basis points {(one percentage point) or
more on lending, in order to obtain a satisfactory rate of
return on capital. A French bank can accept a pre-tax spread of
about 45 basis points, a German bank 55 basis points, a Swiss
bank 60‘ba§is points, and a Japanese bank about 65 basis points.
Moreover, a German. bank can fatten its return by buying into a
deal (taking a position in the project) and drawing dividends
and fees, since involvement of banks in operating enterprises is
not proscribed by German law or regulations. The requlatory

environment end the capital structure of U.S5. banks means that

the profit dynamics of the 1980's work against U.S. banks in

qlobal comptition. On top of this, U.S. banks already have

high exposure in many countries, and are ceutious about
exceeding their country lending 1imits. Our regulators are also
sengitive oﬁ this point. The international loan syndication

market has also been made more uncertain by recent shocks --
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notably the U.S. seizure of Iranian assets and the subéequent
scramble of U.S. banks to cover themselves by essentially
unilateral actions. Our regional banks are falling out of the
international market, and risk diversification is becoming more

difficult within the U.S. context.

The international commercial lending climate is now also
less bright for banks of other nations, even though they can
accept smaller spreads and still make satisfactory profits on

their capital. Therefore, increasing attention is being given

thrdﬁqhout the Western world to official help to exporters and
to banks -- to clinch desls in countries where financing is
crucial and the borrowing cahacity limited. The array of aids
~- official export finance, guarantees, local cost financing,
inflation and exchange risk insurance, and even use of aid funds
-- is gro;ing. Governments and banks and sellers of big-ticket

projects are working more and more closely.

The U.5. has not had great success in halting this official
competition in export finance. While the Venice Summiteers did
declare their intention to find by December 1 this year a new
formula for containing this type of competition, I doubt whether
the negotiations will succeed. And even if they do, the
orientation and objectives of the U.S. negotiating approaches
are too narrow to stop this explosion of government aids. 1In

addition, development assistance money is becoming harder to
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obtain from Congress and other Parliamentary bodies at a time of
budget austerity. Aid money is much easier to justify if it can
be viewed as trade promotion money. The use of official export
credits and aid funds to assist poor nations to buy one's own
goods seems to be an attractive solution. This tendency can

only grow.

Moreover as far as the buying countries are concerned, if
they are in a fast developing phase they are in most cases
borrowing heavily on world capital markets to sustain their
purchases of food, o0il, steel, chemicels; and industrial
equipment. Many of them are increasingly looking for complex
deals by which they can move beyond simple financing of imports.
To develop their resources, they are increasingly asking not
only for soft lending terms but for comprehensive project
assistance -- building projects, supplying technology, providing
management services, developing locél supplies, improving local
ports and transportation facilities, and even guaranteeing world
sales of the output of these projects. Mexico's recent
discussions with Japan, Germany, France, Sweden, and Canada
exemplify the new push. If there is 0il to dangle as an
incentive, as Mexico can do, then the bargaining position is
strong indeed.

Needless to say, complex deals involving private capitsl,

aid, official credits, construction services, and capital goods
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in exchange for resources would seem to require close
government-private cooperation in making the deals. This trend

is _likely to enhance the government role in relative

competitiveness. France, Germany, and Japan will find this
easier than, say, the U.5. The temptation will be great for
some governments to secure export deals and assured supplies of
resources in exchange for official financial help, especially
during a period of weak domestic economic activity. Development
of bilateralism, based on such package deals, would be all too

plausible and even attractive..

Another fact of life which affects the outlook for U.S.

basic industries in the 1980's is excess capacity and heavy

government intervention in a number of other nations. The

industrial problems of Europe have generated excess capecity and
heavy government intervention in European industry. Key
industries such as iron and steel,‘shipbuilding, non-ferrous
metals, chemicals, and others have all turned to European
governments for help, and those governments have responded not
only by various forms of financial support but also by keeping
open obsolete facilities. When European iron and steel capacity
should have been cut back in the 1970's, European Community
capacity actually expanded. Japan's capacity is so efficient
that it can only be run at low levels of capacity utilization.
In addition, developing countries are building their own steel

mills, hoping to reduce their imports and even perhaps begin
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exporting. Consequentiy, throughout the 1980's we face
worldwide overcapecity in steel. Such basic industry problems
on a world scale make the job of domestic adjustment and
modernization very difficult -- especially in a context where
governments are heavily involved in many other nations. The
slowdown in world growth is a major contributing factor to the
present overcapacity. The problems of the 1980's for U.S5. basic
industries extend through iron and steel, nonferrous metals,
petrochemicals, and chemicals -- all of which are
capital-intensive and major energy users. To respond, our own
capital needs are comﬁensurately large ~- but it is difficult to
generate capital when profits are low, imports high, and the

market prospects for new capacity poor.

On the other hand, where governments are prepared to
participate, in Europe, Canada to some extent, and very much in
the LDC's, the outlook is different. However inefficient, basic
industries in those countries are better pleéed to compete at

home and abroad.

Looking at the 1988's, there are numerous posgssibilities for

disruptive shocks and greater tension. We obviously face a_

vital problem of enerqy adjustment. We have as a nation been

adjusting since 1974. At that time, a one percent rise in GNP
required a one percent rise in energy consumption. Today, a one

percent rise in our GNP requires only about one-half of one



19

percent increase in energy use. But the easy solutions, like
turning down heat and .slowing driving speed, are ‘coming to an
end. Now we have to make massive changes in our automotive
industry, and we have to restructure our basic industries to use
different processes of production. We have to convért old

facilities, and build new ones to use new types of energy.

In the 1980's, the world fgces a tight fit in gqlobal energy

supplies, end this means that any unhappy political developments

in oil-supplying nations can dramatically damage the U.S.

domestic adjustment process as well as that of a number of other

industrialized countries. The Persian Gulf region cannot be

considered stable, for planning purposes.

In the 1980's we face & tight fit in global food supplies

also. This may be good for U.S. farmers, and even good for U.S.
éxports, but it could be bad for our own inflationary pressures.
With bad weather in Northern Europe, including Eastern Europe,
as well as bad weather in the U.S. and Canada, this yéar's crop
will be so-so, while world demand is rising fast. World stocks
will probably be drawn down and prices will rise, perhaps by 15
percent in the 1980-81 crop year. But then what happens in
1982, 83, 84 and afterwards? With low stocks globally, just a
little bad luck could lead to escalating food prices. World
developments could dramatically alter our domestic economic

perspective, and give rise to new wage-push pressures. Some of
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the developing countries that buy our exports may also have to
cut their imports of manufactures from us sharply in order to

-enable them to ecquire vitally needed food and oil.

And then there is the tight fit for raw materials. In the

basic resources, we are a well endowed country, but there is
much we must import from the rest of the world, and world prices
determine our domestic prices. Global investment in basic
resources, especially mining, has slowed to a trickle in the
1970's, so if we do manage to get the Western world on a faster
growth, faster adjustment path, we and other nations are likely
to find great bottlenecks in raw materials in the mid-1980's.
We shall also discover that the main sources of many raw
materials are in politically volatile areas, such as Southern
Africa, or in the hands of the Soviet Union. This cannot be
quickly corrected. Lead times for new mining and processing
facilities run 5 to 7 years. This is another source of

potential shock in the 80's.

Another set of forces which can prove very disruptive, and

which we have not yet recognized in our policy thinking, is the

interaction among financial markets, commodity markets, property

markets; bond and equity markets, and other asget markets.

The 1972-75 global commodity boom was typical of the new

forces at work, which even experienced observers could not
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readily explain at that time. Coinciding with an acceleration
of inflation, this boom saw a doubling of overall commodity
price indices, with a quinfupling of somé individual commodities
such es sugar and urea. -Some analysts saw the upward leap as
the beginning signs of the limits to growth, but as matters
turned out, the commodity markets dropped nearly as fast and as
far as they had risen. What had happened was that parties
interested in capital gains joined in frantic speculative
competition with commodity producers, users, and traders, as
other forms of assets were turned towards the commodity markets.
We have again vividly séen this crossover in recent months, to
an extent that the U:S. federal Reserve, as part of its recent
credit squeeze, made explicit admonitions about credit granted
to support speculative activity. The silver market crunch was

but a symptom.

Now, we have to view the commodity markets and the
financial and currency markets as inex;ricably intertwined.
Given the inadequate world suger supply conditions for the next
two or three years, for example, an asset manager could not help
notice in recent months that sugar would be on a rising tide,
and indeed the tide is still rising. Non-sugar related funds
must inevitably flow into the market, driving the price up
further. National authorities have valiantly tried to control
the gyrations of some of the precious metals recently, but it

was a credit squeeze more than anything else which brought order
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back into the markets. The lessons having been learned, and the
squeeze behind us, the speculation will inevitably resume --

perhaps in a more orderly way, but who can say?

These interactions are making many of our economic theories

and concepts obsolete. Much of economics is built around an

approach which considers a specific change in one market sector
while all other conditions are assumed to hold steady. We
analyze supply and demand for copper, or for sugar, or for
bonds, as if they were separate. Financial portfolio theorists
in recent years have widened their perspective to look at fhe.
greater interaction among different financial markets, but this
thinking is not well integrated into the mainstream of academic
economics. In the meantime, an asset manager in the real world
must try to protect his assets from the corrosion of inflation
as well as try to find a place, however temporary, éo put the
gssets which might provide an overall positive yield.v With
tremendous variations in inflation rates and interest rates
among currencies, with varying degrees of political safety, with
variations in the near-term outlook and marketability of various
forms of assets, and with growing risks as one looks further and
further into the future, it is no wonder that asset managers are
reluctant to commit long-term and instead prefer to stay
relatively liquid. It is also no wonder that a wider range of

asset holdings is being considered for parking capital.

68-425 O—80——6
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In such & volatile environment in the 1980's, lurches from

one asset or market to another can be expected. The

possibilities for great swings and disruptions are pervasive.

It is not at all surprising in this climate that OPEC countries

are looking for new ways to protect their assets and

re-examining the tradeoffs of holding the oil in the ground.

The potential for a global swing into the dollar, and into
the U.S., is great, in the next year or so; but the potential
for a massive swing out of the dollar, towards wider global

asset diversification, is alsoc great.

Very much at the heart of our present predicament is slow

economic _qrowth and slow capital faormation. We were not alone

in this slowdown, of course. Most of the industrialized free

world economies had the same experience.

How did our principal competitors fare? Improvements in
manufacturing productivity feli in the 1970's everywhere,
compared with the 1960's. However, over the past two decades,
U.S. manufacturing productivity growth has been only one-third
to one-half that of Japan and Germany. The U.S. has invested in
manufacturing industry at a far lower rate than its principal
competitors. Even the UK, which is a very sick economy indeed,
did better. Not surprisingly then, our annual growth in

manufacturing productivity has been lower than most of our
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Can we recti?y this serious problem? Stepping up capital

spending and R&D expenditures will not be easy. First of all,

we have a fundamental bias in our economy towards consumption,

and borrowing for consumption, and against savings and
.

investment, during a period of rapid inflation.

Second, even if we shift our tax incentives somewhat, the

"expected rates of return on new _investments will not necessarily

be then sufficient to start a capital boom in our troybled

sectors. Indeed capital spending for long lead time projects
may still be approached cautiously, becaﬁse of a pervasive loss
of confidence in the workings of our economy,.and especially in
the management of the economy by the government. The present
array of conflicting policies that determine the methods of
production, the product composition, and the market behavior of
private companies are sufficient by themselves to slow down, or
put the brakes to any wishful surge in capital spending plans --
at least domestically. The unwillingness of the government at
all levels to bring together and make coherent the range of
policies and administrative processes that affect each sector

will not be easily corrected.

Third, the growing number of new competitors

internationally can well lead to sourcing from a wider range of
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marketplaces, further intensifying our domestic adjustment

problems, and reducing our willingness to invest at home.

To catch up, and stay competitive, we need to build on what
we can do well. Our broad educational base and advanced
technological capebilities have to be at the center of what we
do. This is true whether we talk about agriculture, natural
resources, or industrial production -~ it appiies to methods of
production, to products, and even increasingly to management
itself as the interaction of sophisticated memories, improved

communications, and managers grows.

Existing téchnology will have to be transferred if we are
to participate in sales to thé newly emerging or fast growth
markets. If we don't, others will. But that is not at all
self-destructive if we continue to innovate ourselves, and stay
ahead of the pack. What is required to stay ahead is (1)

stepped up technological development and innovation in

production _methods and in products alike; and (2) greatly

-éccelerated capital spending to apply the technological

breakthroughs in our production processes as well as in our

products.

What else can be done?

In policymaking, we must try to get away from our
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piecemeal, ad hoc, gquick-fix approach to our economic shocks.

We need to look at the U.S. in a global market context.

Economic forces give only a little recognition to borders. In
the international area, trade, public and private trade finance,
aid, 0il dollar recycling, the relative role of the dollar,
adjustment policies of the IMF, the new structural adjustment
themes of the World Bank, the workings of commodity markets, and
so on, all need to be locked at from one, comprehensive
perspective. We can no longer afford the high degree of
compartmentalization and competition over bureaucratic turf

which dominates our present policymaking process.

But we also have to think about the direct interaction of
our domestic with our international economic policies. OQOur
domestic concentration policies, for example, desperately
require re-thinking. In the 1980's and 1990's we may need to
consolidate some of our industries, but this should not give
rise to fears of inadequate competition. It is obvious to
anyone with open eyes that international competition and its
role in the U.S. economy have become fierce -- indeed, many of
our workers and leading industrialists are complaining they

cannot deal with the intensity of this external competition.

We need to re-think what we should do about our troubled

industries. As you well know, there is a rapidly growing debate

in this country about the possible need for an "industrial
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policy," or a "re-industrialization policy." There-is no clear
consensus in this public discussion. Some people focus on
helping sick industries, especially those adversely affected by
imports. Others focus on helping the newly emerging industries.
Some people worry about providing retraining of workers and
reorientation of our educational objectives; others worry about
how to decide what to train people for. 1In sick industries,
some firms are always stronger than others, so there is a
problem over who to help. Do you give public assistance to
those in difficulty, or to those perceptibly adjusting to the

changing marketplasce and gearing to the future?

Alternatively, some people argue full reliance on the
marketplace. But then we know that capital for modernization
and qiversification will go to the most profitable firms, and
will flow away from the poor performers. To dramatize, there is
little doubf in my mind that GM will survive the early 1980's
and undertake adequate capital spending between now and 1985
(more than 40 billion dollars) to‘meet global competition. GM
will be able to raise the necessary capital. But Ford,
Chrysler, and AMC all have serious problems. vTheir prospects
for generating capital internally are very poor, and their
standing in the capital market is weakening fast. Their
collective needs approximate another 40 to 60 billion dollars.
Do we let GM emerge as the single U.S. firm, or do we try to

keep the other U.S. firms in place, and if so, how?
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Wheﬁ a sick industry comes to government for help, what
should be the conditions? When they ask for trade restrictions,
or financiel assistance, or regulatory relief, we shesll have to
learn éo ask what will be done by those enterprises during the

period of help.

If we do not try to look at the plans for future
adaptation, there is no assurance that special help will do
anything except shore up badly managed companies. In such
cases, -the troubles are prolonged, and the taxpayers and

consumers pay the price.

In the past,-our ad_hoc responses have often done just

that.  We have had adjustment resistance policies, not

adjustment assistance policies. In essence, we have treated the
symptoms of competitive difficulty with various remedies to ease
the pain, but without much attention te the underlying

ailments.

In the case of Chrysler, we created the Chrysler Loan
Board. But that has not proven to be an adequate overseer. It
has threatened and cajoled Chrysler's creditors, and it has
asked for some changes in Chrysler's manaéement, but that cannot
be enough to protect the wider interests of consumers and

taxpayers, if the government is to involve itself at all.
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Something more is needed.

In times of trouble, the companies in greatest difficulties
need new capital most -- but the companies that are most
profitable will get the capital instead, if the market operates
correctly. If we decide that we want the troubled firms to
survive, or at least the jobs to be preserved, we have to focus
on that problem. In Japan, contrary to popular mythology, the
government does not routinely bail out companies in trouble.
Rather, the banks are called upon to assist, but also to
supervise the transition, if any aids are brought to bear. The
lead bank will be expected to bring in to management some of its
own people; it will be expected to guide the transition in all
aspects of management and capital budgeting. Given the close
interaction of government and the banks in Japan, this is a

feasible approach.

Our system is different. Recently, Felix Rohatyn suggested
in an article in the Washington Post that the U.S. needed to
rebuild the old Reconstruction Finance Corporation and have it
stand ready to deasl with the Chryslers and the New York Cities.

That may be one way to go.

That in my view would however lead to assistance on the

basis of political pressure, making even more political and
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bureaucratically sensitive the industrial adjustment

predicament. It would tend to become a new pork barrel.

We need to find some other solution, and we need it to be

an American solution. We do not have a Japanese economy, nor do

we have a European tradition of government directly
participating in equity ownership. We cannot rely on
bureaucrats with little experience ih fin ance or business to

oversee industrisl change.

But we also ﬁust recognize that troubled firms are those

that did not foresee their troubles. They did a poor job of

anticipating market forces, and that is how they golinto

trouble. Their strategic planning and capital budgeting were
not geared to the international forces of change. They were
surprised by technological developments, by commodity and
exchange rate gyrations, by newly emerging competitors abroad or
by global over-capecity. If such Firms are helped, how can we
insure that management changes its ways, and adapts to the
future? How do we promote or facilitate adjustment, rather than

prevent it, or discourage it?

Bankruptcy in our system is one method of forcing
consolidation, restructuring, new management, development of new
plans and capital budgets. We are seeking something short of

that in the case of helping troubled enterprises or industries.
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To me, we need g?adually to find - a new legal framework which
might classify a firm or industry as in trouble, if the
petitioning firm or firms qualify, and then, if federal help is
given, the guid pro gue would-be a program of action on the side
of the troubled firms. That program of action would involve the
strategic plans and the capital budgeting process of the firms.
Since government bureaucrats are ill-equipped to evaluate such.
plans and processes, we should take a page from experience
abroad and ask our investment bankers and perhaps the commercial
banks to involve themselves in this process, and to report
periodically on what the aided companies are doing, and how well

they are adjusting.

In other words, to rebuild private sector confidence, to
protect the public interest, and to get the capital to where the

trouble is and correct the problems, we must devise new public

and private procedures, especially when government is called

upon to act with trade restrictions, subsidies, or regulatory

relief.

On _the government side, we must find gome drastically

different way to address the collective difficulties of an

industry -- all the problems have to be looked at together, the
trade problems, the requlatary problems, the capital borrowing
problems, the tax problems. Other countries may refer to this

kind of comprehensive approach as industrial policy. We doﬁ‘t



71

32

have such policies, but if government is to play a role then we

must learn to think in those terms.

Now let me turn briefly to some other institutional

questions. Senators Ribicoff and Roth of this Committee have
for a number of years focused on the need for change in our
national decision~making structure. The Finance Committee
itself has played a major role in redesigning the trade policy
and trade negotiating institutions of our government. It has
also taken considerable interest in the international rules and

institutional gtructure.

As far as our international economic institutions are

concerned, it is increasingly apparent to me that new approaches

to the maladjustments and malfunctions of the world economy are

needed. Here, too, new ideas are surfacing and old concepts are
being modified -- but the orientation in each case tends to be
selective, to take a specific set of problems and treat them
separately. The World Bank is now focusing on so-called
structural adjustment issues in the developing world with a view
to improving the industrialization and trade prospects of these
éountries. Yet one can assume that before long industrialists
in the advanced countries will be complaining about the
artificial aids given to intensify competition in world markets.
The IMF is moving to ease its conditionality requirements, as it

should, to cope with the massive and lengthy adjustment
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requirements‘of many of the developing countries, but fimancial
experts in other parts of the world are now worrying about the
inflationary consequences of relaxed conditionality. It seems
most difficult to establish a sense of comﬁon destiny and common

purpose, either nationally or iniernationally.

What we do have in hand to maintain a reasonable degree of
order, and a reasonable restraint on special interests and
ever-changing political pressures, is a fragile international
system of rules and procedures for managing economic affairs
among governments. We do at least have the GATT, IMF, BIS, OECD
and other managerial bodies, with rights aﬁd obligations, and
agreed procedures for consultation. These institutions have
performed surprisingly well in recent years -- especially at a
time when other aspéctq of international political relations

_ have often been strained.

However, these institutions do reflect artifical
separations, of trade from finance, of banking from industrial
development, of international economic policy coordination from
domestic economic policies focused on specific sectors. They

too need an integrative perspective.

Our best experts and our ministers alike found the present
framework of cooperation insufficient in the latter 1970's, in

the face of traumatic shocks to the world economy, and a variety
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of experimental, new institutions were tried. Among these, a
new quasi-institutional process evolved at the
head-of-government level. These economic summits among Western
leaders now seem to be a regular event, superimposed upon the

existing system of diplomacy and international institutions.

Heads of government are uniquely qualified to cut across
bureaucratic jurisdictions and to develop out of the many views
within a nation an overall national perspective. In
conversations with other leaders, they can also give recognition
to mutual interests on the international level. Potentialiy,
therefore, thé summit process could provide the much-needed
integrated perspective. The summit process was indeed perceived
by the participants as an anti-buresucratic process, and the
summiteers made it clear that they did not want to be in phe
hands of the technocrats, nor in the hands of the bureaucrats in
the international institqtions. This adversarial posture can be
demoralizing to participants in other forums of international
cooperation, and therefore holds its own dangers. But in
practice the summit leaders have not stretched far beyond the
conventional, segmented proposals developed by the bureaucracies
they were trying to overcome. The summit declarations one after
another sound like shopping lists of the preoccupations of the
technical experts. Where the experts and negotiators have
failed to reach agreement, they have passed the issues up to the

political leaders, in hopes that these men could force



74

35

resolution upon their reluctant ministers and bureaucrats. The
summiteers have then at times found themselves in unseemly
quarrels about technical questions like oil conservation

targets, as happened in Tokyo last year.

The record of the economic summits since 1975 can be viewed
with some cynicism. Much of what the leaders said they were
doing, or would do, has not been done. Their credibility has
been eroded, and this is most unfortunate at a time when we all
suffer a crisis of confidence in leadership and in governance.

The existing international institutions therefore need

rethinking. We in the U.S. also need to put greater, not less,

effort into making them work, because we have global interests,

and any system which helps provide global .order helps us in

protecting our global interests. Indeed, we are one of the very

few countries with totally global interests, and we must
remember that when dealing with countries whose interests are
more regional, and whose stake in global order is far less than

oUurs.

In this regard, I would hope that the new framework of
codes and procedures which were worked out in the GATT
framework, in the Multilateral Trade Negotiations, and which
were reinforced by the Trade Act of 1979, on which this
Committee made such a great effort, would now be used actively

by the U.S.
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However, changes in international institutions can only

come slowly, and only if-great effort is put into such changes.

We cannot wait for problems to blow up, and then respond. The

process is too slow for that. There is a very long lead time
between the moment when there is recognition of a problem and
the subsequent conclusion and implementation of an
internationally agreed solution. The lead time for
international financial innovations is about three years. In
the trade field recent experience has suggested even longer
lags. The Kennedy Round took about six years from the idea
stage to signing of an agreement. The Multilateral Trade
Negotiations completed in Geneva in 1979 took even longer --
from ideas generated in a Ministerial meeting which started a
new GATT Work Programme in November, 1967, to a Ministerial
meeting in Tokyo in 1973, to a final deal in the early part of

1979, for a totel of twelve years.

There is consequently a serious risk that the slow process

of national and international consensus-building, which we call

negotiation, addresses problems perceived at one moment in_time,

but long since overtaken by new events. The same can be said

for much of our conventional economic methodology and theory.

But governments rarely act except in moments of crisis, and

heads of government rarely have the time or the political
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strength to allow contemplation oflpotential future crisgs. We
are caught in a dilemma, and it is becoming more serious as we
éontemplate the problems ahead. Ffor example, the non-oil
producing developing nations can probably handle their balance
of payments adjustment problems for the next year or so within
the present Fabilities they have (IMF, World Bank, bilateral aid
and credits, commercial loans, and national reserves). But if
the oil-related balance of payments deficits continue
persistently year in, year out for the next few years, then
present facilities are obviously inadequate. If we wait for
trouble before we devise new faciiities, we shall have a
prolonged period of trouble before such new facilities can be
put in place. This will afféct our own exports, as well as the

health of our banks.

If we look shead at the potentiel for currency and

commodity turbulence as a result of dollar diversification, it

would seem imperative to devise a system for minimizing the

downside risks. Ideas are indeed moving around involving the

SDR and the substitution account and other instruments for

meeting the potential dangers, but a collective sense of urgency

is not visible. U.S. officials seem, for example, to be so

optimistic about the U.S. current account outlook that they feel
no urgency. Yet reliance on the current account and balance of
payments statistics to put the market right is to hope that the

traditional theoretical economic framework for balance of
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payments adjustment and foreign exchange determination will work

as expected. Will it?

We also need to avoid oversimplifications in policy, and we
need to revise our analytical approaches to reflect the
intensity and speed of global market interdependence in all its
aspects. Purely unilateral, national solutions, whether or not
based on protectionism or mercantilist policies, simply cannot
work, without collapse of international cooperation, with
negative effects on all our national economies. In saying this,
I am not precluding trade restrictive action in some cases.

What I am saying is that we need to follow the rules, and
develop iﬁternationally acceptable solutions. Our economic
theories and concepts have to be rethought, particularly those
which provide the framework, if not always the exact
prescription, of economic¢ policy. In this connection, our ideas
about the role of trade and current accounts, in the
determination of exchange rates need rethinking; the growing
interaction or convergence of various types of markets --
domestic and international money markets, commodity markets,
markets for goods and services, and other markets -- needs to be
reflected in our fiscal, monetary, and general economic
thinking; the forces of global interdependence have to be worked

into our national economic discussion.

We desperately need in this connection to improve public
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articulation to ourselves.about what our problems really are,
and try to develop national and international consensus on
objectives. We did manage in the Western world in recent years
to talk ourselve; into slow growth. A combination of loss of
confidence in the future, and wistful dreaming that quality of
life would be better if we redistributed our present resources
without driving so hard toward economic objectives, has left us
. without adequate resources to renew our economic engine and
improve it for the next decade and the next. If we could talk
ourselves into our present p;edicament, we can surely talk
outselves out of it too. The "now generation” has already found
that quality of life objectives and slow growth are not
costless. There is a rethinking taking place throughout our
society. It is time for economists, politicians, and the press
to reassess and redefine priorities, and especially to focus on
the need for committing'resources to long-term rebuilding of our
economies. Especially, we have to rebuild confidence in the
future, so that private as well as public long-term investment

will take place.

While it will look tempting from time to time to settle
problems bilsterally, sometimes employing coercion and other
times official financial bribes, that general approach cannot be
practiced by many nations without generating cqnflict. Rather,
we have to increase reliance on the international system of

rules, based on rights and obligstions, and commitments in
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principle. If selective actions are to be taken to ease the
pains of structural adjustment in a particular sector, let it be
done within the international institutional system, and not in
informal side-arrangements based on coercion or threats of
retribution. What one nation does teaches lessons to the

others, and such lessons spread quickly.

Another pressing need, in light of our growing economic
interdependence, is that we have to improve the methods by which
we concert internationally our economic policies, or at least
avoid conflicts among them. This requires far more intensive
efforts to reconcile both instruments of policy and policy
.objectives on the international level. This cannot readily be
done by heads of government at annual summits. It requires far
greater effort on the part of ministers and senior officials.
Moreover, it requires greater international attention to the
specific elements of policy -- including interest rates and
industries ﬁolicies. The summiteers may be able to bless such

detailed efforts, but they cannot replace them.

At home, the reorganization of our trade decision-making
system last year was half-hearted. The Executive Branch
resisted more fundamental changes. I view that reorganization
as a turning of the wheel by a few more ratchet notches, a wheel
which has been turning since Congress raised this issue in the

Trade Expansion Act of 1962. We must do more. The USTR now has
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enormous policy responsibilities, with a staff so small that
these responsibilities cannot be carried out effectively. The
Commerce Department has major new or broadened roles in certain
areas, but has tended to live with the approaches and procedures
of the past. The USTR can in theory take an integrative
aﬁproach in all aspects of trade policy, but in practice many
parts of poicy are still distributed elsewhere. The Commerce
Department can now think through domestic and international
interactions affecting our major industrial enterprises, but in
practice the responsibilities are dispersed. The automotive
tripartite program is over in the Department of Transportation,
which makes only a little sense, inasmuch as what is being
looked at is regulatory policy, fiscal policy, environmental
policy, and traede policy -- with little attention to fundamental

transportation policy.

For the time being, we are talking about band-aids and
baiing wire for the steel and automotive sectors, without a
clear conception of where these industries are going in the
mid-1980's, how they look in a global market context, and what
are their real capital needs. Surely we can do better. A new
trade policy is not enough for these sec@ors, even though it may

help.

You may feel that I have pointed a gloomy picture of the

decade shead of us. It could in fact become very unpleasant for
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our country. Our present industrial adjustment problems and our
job market difficulties could become much worse. The turbulence
ahead could prove destabilizing, and our responses to it could

potentially give us even greater problems.

But I am optimistic about our ability to deal with the
1980's if we put our minds to it, if we rethink our policies,
and if we develop some new strategies thgt recognize the
intertwining of our own economy with the rest of the world.

Some of our fundamental ideas may need a new look -- even in
such fields as antitrust and competition policy, in the relative
roles of merchant banks and commercial banks in relation to
industry, in our fundamental economic policy biases against
cépital speﬁding and savings for the future in favor of

consumption now.

The global marketplace will be a turbulent, rough and
tumble place in the 1980's. The problems of the 1970's are but
precursors of the 1980's. If we don't rethink, we will not
adjust, and we will lose further ground to our competitors
abroad. If we do open our minds, and re-examine our theories
and our policies, and if we modernize our institutional .
decision-making system, then I believe this country cannot only
cope, but it can regain its proper role as the leader of the
Western, democratic free market system. Our very way of life,

our security, depends on it.
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It is gratifying to have been invited to discuss before this committee some
of the international trade issues of most pressing importance to workers. It should
be clear that my comments emerge from my own experience and judgment, and
should not beA construed to represent the policy of the AFL-CIO or any of its
components.

I would like to touch on several subjects today, but let me start with the
issue which was suggested would most interest this committee—the effect of
the decline in American productivity on our international competitiveness.

First, a word about productivity. We start with the given, that productivity
growth in America, after decades of smooth sailing and regular increases, started
turning slightly sour in the late sixties, and headed downward starting in 1974
through 1979—with the productivity level actually declining during the past year.

What were the reasons? A number of experts have studied the situation,

a larger number of experts have issued judgments, but no consensus has emerged.
Let me call your attention particularly to the study by Edward F. Denison, produced
by the Brookings Institution. Summarizing his conclusion, Professor Denison
examined 17 possible causes of the decline in U.S. productivity, with the following

result:y

[ rejected a few suggestions, expressed skepticism about some, had

no opinion about others, and characterized the rest as probably correct

but individually able to explain only a small part of the slowdown. No

single hypothesis seems to provide a probable explanation of the sharp

change after 1973,

It is also clear that the drop in our productivity rate is not unique to the
United States. The same drop also occurred in six other major industrialized
countries; only in West Germany was it smaller. It was about the same in Canada,

France and the U.K. It was much larger in Japan and Italy.

1/ Edward F. Denison, Accounting for Slower Growth: The United States
in the 1970s, The Brookings Institution, Washington, D.C
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In terms of our international competitiveness, the U.5. productivity rate
is only half the story. The other half is the growth of wage costs. During the
1970s and 1960s, the extreme modesty of our wage gains more than offset our
relatively poor productivity performance. The result has been a very strong U.S.
position over the years in respect to relative costs. More extensive figures are
in the attached supporting material. In summary: while U.S. hourly compensation
went up 130 percent from 1967 to 1978, German hourly compensation was rising
216 percent {in marks); British, 353 percent (in pounds); and Japanese, 400 percent
(in yen). As a result, unit costs, measured in dollars, have increased only half
as much in the U.S. as in other industrialized countries since 1967. While U.S.
unit labor costs were up 79 percent from 1967 to 1978, U.K. costs were up 149
percent; German costs were up 259 percent and Japanese costs up 309 percent.

The facts show that far from undermining U.S. competitiveness, U.S. labor
has contributed tremendously to American trade competitiveness through relative
restraint in wage gains.

The decline in U.S. trade competitiveness, then, has to be laid to other
causes than slow productivity growth or American labor pricing itself out of the
market.

Let me suggest a couple of other problems affecting our trade position
which are in our-eyes more significant.

One of the causes is imports which worm their way into our market on the
basis of irregular pricing or special privilege bestowed by their home governments,
and the closing of other markets to our exports through the use of various tricks
of trade practiced by the same governments. Such trade practices are based
not on the ancient principles of comparative advantage, but in violation of comparative
advantage. In effect, these governments have given up on co/mparative advantage

and instead are resorting to cheating on it.
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—There is good reason to fear that unfair trade practices--the new GATT
codes notwithstanding—will be on the rise during the 1980s. Tariffs are no longer
the major barrier to trade they once were, at-least-formost iMdustriesin-developed
Tountries; successive tariff reductions since the Smoot-Hawley rates of 1930 have
largely accomplished their intended goal. Non-tariff practices, less visible and
‘more difficult to circumvent, have become the weapons of choice for governments
and firms seeking to beggar their neighbors by observing neither the spirit nor
the letter of the law of comparative advantage.

The expanding use of dumping and subsidies can take place because of increasing

government involvement in industry in almost every industrialized nation—other
than the U.S. While a Chrysler loan guarantee is very much the exception on
the American scene, even more profound government involvement in industry
is the rule in Japan, Germany, and our other key trading partners—especially
the developing countries. In many countries, at all stages of development, government
ownership of firms in the private sector has §ecome the custof'nary final stage
in any rescue effort.' The frequency of dumping violations is rising. Although
carried out by private firms, the chronic dumping apparent in industries like steel
is indicative of government support--i.e., direct or indirect subsidies. Sueh.government

persistently be

The economic impact of dumped or subsidized imports on the U.S. economy
and U.S. productivity growth are unfortunately clear. Highly productive American
producers can be undermined by dumped imports whose price advantage results
only from illegal pricing practices. (Discovering-and-provingiilegal-dumping,

- of course, js-noeasy task:) While some consumers may draw a temporary gain

from dumping, disruption of profitability, output, employment, and investment
in competing domestic firms will not help improve our national productivity track

record.
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A new species of unfair trade practices has recently emerged with enormous
potential for damaging U.S. investment and productivity growth. "Performance
requirements" imposed on international investors have an _z-xlmost unlimited potential
to pull investment and jobs--and new productivity growth—from the United States
because of the absence of any international rules limiting such government intervention.
These trade-distorting performance requirements are becoming a major factor
in international commerce generally, particularly from countries like Brazil,

Australia, New Zealand, Canada, and Mexico.

Investment performance requirements areneasures that governments impose

either as a condition of entry for incoming direct investment or as a conﬁition
of continued operation for alreagy established investors. Performance requirements
can be explicitly stated legal requirements, like those set forth in the Mexican
automotive decree; or they can depend on administrative procedures and be negotiated
on a case-bycase basis, as happens with the Canadian Foreign Investment Review
Agericy.

Performance requirements which distort trade are a matter of great concern
because of their negative economic effects. They result in a direct transfer
of jobs and production to the country which imposes them. The international
changes in employment, production and trade which they cause are not a response
to market forcés. These changes are the result of government fiat. The purpose
is to increase the imposing country's economic welfare directly at the expense
of other countries. Such government-directed economic decisions not only injure
other countries, they also result in the misallocation of resources internationally,
with predictable consequences for efficiency and inflation.

Performance requirements which artificially expand exports threaten to

grow into the most important distortions of global, investment, production, and

trade because they are not disciplined by any present international agreements.
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ompleted Muitilateral Trade Negotiations a ssed the issues
of subsidies, counterfeiting, dumping ap er unfair trade practices. Investment

peformance requiremen

fairly force export expansion were not addressed.
This gap means-tfiat governments who s to expand their exports will increase
thei of these measures because otm&cﬁvely closed off.
Because the United States is the source for approximately 50 percent of international
direct investment, a large share of the trade effects of these measures will be
experienced in the U.S. eéonomy. Mexico and Brazil, two developing countries
whch use these measures most extensively, are also the major host countries
for U.S. direct investment.in the developing world, as is Canada among developed
countries. This distortion of economic resource allocation will appropriate U.S.
jobs and production and push down productivity growth. (D

The other aspect of trade which deserves your attention is the fact that
some proportion of products crossing national boundaries is made under exploitive
labor conditions. I think I have already made it clear that I am not advocating
repeal of the law of comparative advantag?.‘\We know that there will be differences
in wages and conditions between developing and developed countries, even in
comparable industries making the same products with the same capital. But
comparative advantage should not serve as camouflage to hide aggravated exploitation,
such as child labor in factories, forced labor, or the uncontrolled use in the workplace
of toxic substances or dangerous conditions. The standards of humanity accepted
by all of civilization do not bestow a license on anyone to damage young children
or kill adult workers, even those working in the least developed of nations. Products
which are designed for sale to other nations should be required to have been made

under minimally reasonable standards.

concern.is'the improvement of the

standards on the basis

Some commentators; whose princips

international trading system, reject such int
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that they would be used ‘ohly to disguise a new kind of protéctionism. But, the

h*hemaﬂﬁ%lt would appear to be difficult logically to protest against

the imposition of minimum labor standards for international trade. After all,

a principal rationale for increasing international trade is tr;at it is supposed to
enhance the living and working conditions of all parties, for both those who sell

and those who buy. But when a building supply manufacturer in a developed country
moves his asbestos plant to an LDC, in order to avoid health regulations, neither
the workers in his old plant—who have lost their jobs—nor the workers in his new

plant—who are doomed to lung cancer —can boast of any particular benefit from

the resulting flow of trade.

The question is raised, inflict on international tr, he obligation
to assure minimum labor standards? i he International Labor
Organization? The answer is simple: Becayse thg”ILO cannot do the job. Like

other elements in the United Nations' syste ILO depends on voluntary cooperation

remove the profit from intolerable

conditions by making it impossible to peddle their fruits on the world market.
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amere are other issues related to international trade which concern America's
workers; we are dissatisfied, for example, with both the policy and practice of
adjustment programs; we question the government's so-called neutrality toward
outward investmer;t; we are dismayed by the mad competition among nations to
finance the export of capital goods, even when no economic purpose _is served,
a competition which ensnares our own Export Import Bank with all the rest; we
are not optimistic about the implementation of the new MTN codes, particularly
when we examine the very first subsidy agreement signed with Pakistan.

The list could be lengthened, but your time is limited. Let me sum up simply
by assuring you that by and large, as [ see it, American labor has a most enlightened
view toward our international economic relationships. We are the least burdened
with doctrine, whether "free trade" or "protectionist;" we view the problem in
most pragmatic terms. We know we cannot repeal thé law of comparative advantage;
we are convinced that what is needed, in fact, is more comparative advantage,
not less. But comparative advantage should not be diluted by unfair trade practices
or exploitation of labor or special deals for special trading partners. And we

know that given a climate of fair trade, the American worker can compete with

anyone on earth—and win.@
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Productivity, Labor Costs,

And International Competitiveness

.Lower productivity growth affects U.S. internatiomal
competitiveness directly by raising our costs z;elative to
production costs in competing countries. . )

" U.S. productivity growth, however, is only haif the story
‘of relative costs. The other half is the grcwth of wage costs,
and very low American wage gains have more than offset our
poor produ:t1v1ty record te yield a very strong U.S. position
in reIat1ve casts. 3

The economic facts and figures show that America's slow
productivity "growth is wrongly blamed for our declining éompetitive
position‘in international trade and for the falling value
of the dollar. It.is important to understand why this increasingly
common belief is untrue, because its proponents often blame
the bogey-man of "labor" for both our productivity and trade
pgoblems. Qur productivity track records have been much lower
than in the other advanced western economies (see chart I—

}). In manufacturing, which is most important for trade and
where productivity can be most accurately ﬁeasured, U.S. anpual
productivity gains averaged only 2.2 percent during the 1970s.
Japan's productivity growth averaged 5.8 jercent‘annually

and Germany's 5.9 percent annually during the saﬁe decade.
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" Only the beleaguered United Kingdom had a productivity track
record comparable to our own, and they were still ahead of
us.
o During the 1970s as during the 1960s, the extrme modesty
;f U.S. wage gains (chart I-2) more than offset our relatively
poor productivity performance. The result: a dramatic strengthening
of U.S. industry in relative costs of production (chart I-
3).. While U.S. hourly compensation went up 130 percent from
1967 to 1978, German hourly compemsation was rising 216 percent
(in-marks); British, 353 percent (im pounds); and Japanese;
400 percent (in yen).
The declining valﬁe‘of the dollar against most other
_currencies further strengthens the American advantage in relative
“costs (chart I-4).

As a result, unit costs (measured in dollars) have increased

only half as much in the U.S. as in other industrialized countries

" since 1967. While U.S. unit labor costs were up 79 percent
from 1567 to 1978, UK costs were up 149 percent, German costs
were up 358 percent and Japanese costs were up 309 percent.

These intermational comparisons suggest we have to rethink
many common misapprehensions about the impact of slow U.S.

* productivity growth on U.S. trade. Far from undermining U.S.
competivieness, U.S., 1labor has. contributed tremendously Eo
American tradelcomgetitiveness through relative restraint

1n'wage gains.
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Chart I-1
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CHART 1-3
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Senator BrRADLEY [presiding]. Before we get to the questions, I
think that what we might do to facilitate this is have Ambassador
Hormats come up and give his presentation. Then we will have all
four at the table for questions. After that we will have Professor
Gilpin testify on geopolitical implications.

Is that acceptable to my colleagues?

STATEMENT OF HON. ROBERT D. HORMATS, DEPUTY U.S.
TRADE REPRESENTATIVE, OFFICE OF THE U.S. TRADE REP-
RESENTATIVE, EXECUTIVE OFFICE OF THE PRESIDENT

Ambassador HormATs. Thank you, Senator.

First I would like to commend this subcommittee for holding
these hearings. It is particularly useful at this time to take a look
at the decade ahead—to go beyond the day-to-day considerations of
trade policy and develop a strategy for the 1980’s. It is going to be
a particularly complex period. Trade policy is going to differ in the
1980’s from that of the 1970’s in that it will have to be more closely
interlinked with domestic policy, with financial policy, investment
policy, energy policy, environmental policy, and a whole range of
other policy considerations. It is useful to take a careful look at
trade policy and integrate it with a number of other international
domestic considerations.

Let me discuss briefly some of the trends of the 1970’s and then
move on to some of the specific trade problems that we will have to
confront during the period of the 1980’s.

The first major trend in trade over the last decade has been the
enormous increase in the share of trade in U.S. GNP and the share
of trade in total production in the United States. Hal Malmgren
mentioned these figures, and they are quite striking. There has
been a virtual doubling of exports as a component of U.S. GNP and
as a total of U.S. production.

Directly related to this is the fact that trade has become more
integrated with overall investment and production decisions. For
instance, we are moving toward a world car. Many U.S. auto com-
panies are competitive today because they import components from
abroad. The so-called European airbus is one-third American. And
virtually every major item you can mention is constructed with
components which are imported. This is true in the United States,
it is true in most other countries of the world, particularly western
Europe. And as a result, you have a more integrated production
infrastructure in the world. We are moving toward increasing inte-
gration in the area of production and sourcing. .

As a result of both of these phenomena, trade policy has become
an integral part of domestic economic policy. Disruption in interna-
tional trade disrupts domestic economies, both in the United
States, as we have seen with respect to oil, to food and other
materials, and in other countries who are even more dependent on
trade than is the United States.

Looking at the American economy, there are two sectors in
particular which have demonstrated their ability to compete over
the last 10 years. One is high technology. Two-thirds of U.S. manu-
factured exports today fall within the high technology area, in that
they are R. & D. intensive. The other is agriculture, where, in 1979,
the United States had an $18 billion surplus. This is also, in part,



97

the result of high technology, because agriculture has been an
increasingly important focal point for new technologies, for new
scientific innovations.

There are, of course, a number of sectors in this economy which
have not demonstrated the same degree of competitiveness. In my
written testimony I go into these. Shoes, some parts of the textile
industry, steel, and autos have seen their international competi-
tiveness decline over recent years. Partly the cause of this is that
they have had difficulty adjusting to the energy situation. A
number of sectors of the American economy, and indeed, in other
economies throughout the world, have faced major problems in
coping with higher energy prices, either, as in the case of autos,
because the product they produce consumes a great deal of energy
and therefore is less competitive with cars which consume less
energy, or because the equipment that they have bought over the
last several years is less energy efficient.

And in this respect, as I will touch on later, the developing
countries have a certain advantage because countries that came
into the production process later have tended to buy more modern
equipment. If they have purchased the equipment after 1973, they
have done so with a mind to energy efficiency. And this has given
them a certain comparative advantage in a number of areas.

Another interesting trend that has been touched on earlier re-
lates to the developing countries, which are much more dynamic in
two ways. They are dynamic in terms of being competitors for the
United States. Some produce not only traditional labor intensive
goods, but also capital intensive goods. They are able to compete
with the United States in construction and in high technology
goods. The Koreas and the Brazils and the Mexicos and countries
of Southeast Asia have done extremely well in competing across in
international trade and services. And I think this is going to be an
important phenomenon in the 1980’s as well.

The other element to this, however, is that these countries are
also extremely important markets for the United States. And while
we are concerned about their competitiveness in our market, we
should also be extremely pleased by the fact that their growth has
helped to buoy the world market for a number of very important
products for the United States—airplanes, agricultural products,
construction equipment, and other goods.

One last general point is that we are going to be confronting
increasing competitive problems over the next decade, in part be-
cause countries want to push exports in order to offset the increas-
ing energy bills that they face. This will continue to mean major
problems for all of us. Obviously we can’t all export enough to
overcome our oil-related deficits, in part because the OPEC coun-
tries absorbtive capacity is plateauing out. As a result, we are
going to be faced with rather large OPEC surpluses, and the con-
verse, rather large, non-OPEC trade deficits. And it is impossible
for all the countries in the world to export enough to offset their
oil deficits. To the extent they try, they heighten competition and
lead to increasing amounts of trade friction. This is true between
developed and developing countries, and also among developed
countries. ,
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The 1970’s also saw some major innovations and improvements
in trade policy. The multilateral trade negotiations provide a very
useful framework for dealing with the trade problems of the 1980’s.
In particular, they will help us in our efforts to continue to be
competitive in high technology goods. The Government Procure-
ment Code, the Countervailing Duty Subsidies Code, the Standards
Codes, all, if properly enforced, should enable the United States to
continue to have vigorous exports in high technology goods.

In the area of agriculture we didn't make as much progress as
we would have liked, but there have been some improvements.
There has also been a framework agreed to for more intensive
cooperation in the development of domestic policy, which is a plus.
But we are going to need to work hard in order to avoid from time
to time countries. imposing impediments to our agricultural
exports.

We have also made progress in the MTN in bringing the develop-
ing countries into the system. This seems to me a critical objective
for the 1980’s. The developing countries will be more important. To
have a two-tiered trade system, with the developed countries play-
ing by one set of rules, the developing countries playing by another
is simply unsatisfactory from the point of view of both; it will lead
inevitably to fractions in the trading system.

We are making an effort now to bring the developing countries
into those codes negotiated in Geneva. We need to do more.

Also, the GATT has been strengthened as a forum for resolving
trade differences, and our hope is that countries will use it instead
of going around it as they traditionally did.

One problem that was not faced up to as squarely as it might
have been was the need for an international safeguards agreement.
This is the critical lack in the MTN, and it is one of the major
unfinished items on the agenda. I will discuss it later very briefly.

Looking to the environment for the eighties, there are a number
gf pf(_)lints that I have touched on which 1 will just go over very

riefly.

The developing countries will become more competitive than
they are now, and the competition for shares of developed country
markets will intensify.

Second, there will be more competition among developed coun-
tries, particularly for exports at the high technology end of the
spectrum. As developing countries become more competitive in
labor-intensive goods and in some goods in the high technology
area, products such as airplanes, computers and other high tech-
nology goods will be a source of more intensive competition among
developed countries, and indeed, there will be efforts by some
developed countries’ governments to intervene in order to boost
that competitiveness. We are already seeing in Europe a move
toward a European telematics industry. We see Japanese support
for R. & D. in high technology areas such as integrated circuits and
microchips, and this is something that is going to be an important
phenomenon.

Energy is going to present us with even more problems in the
trade area in the eighties than it did in the seventies, in large
measure because there is going to be a continued tightening in the
energy market, and this is likely to lead, as Hal pointed out, to
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efforts by governments to develop bilateral agreements. We already
see signs of countries trying to lock up sources of energy through
bilateral deals. The pressure is going to intensify because energy
exporters are going to realize they have a great deal of leverage
and can make these deals, can extract these deals from energy
importing countries. Energy importing countries may well, if the
situation tightens up, become somewhat more desperate and go out
and try to make investment deals or preferential trade deals in
order to corner a certain portion of the energy market.

There will be other problems, too, facing the world economy. The
recently issued report entitled the “Global 2000” has indicated
major problems in the developing countries—population problems,
pressures on arable land, pressures on forests, pressures with re-
spect to energy resources, and other types of resources. There will
be a major problem. As the developing countries’ situation deterio-
rates, these countries are going to become even more desperate to
create employment and obtain resources through exports.

The last point I would make about the environment for the
eighties relates to the U.S. economy. While I have not focused on it
in my testimony, I think it is fair to say that whatever we do in
trade policy, we will not succeed unless the United States can deal
with its problems of inflation and productivity more effectively
than it has over the last decade.

And it seems to me that the effective management of the U.S.
economy in terms of generating more investment over the next
decade, generating more R. & D. and providing the right sort of
competitive environment, will be critical to our ability to succeed
in the international trading arena.

Turning to the specific trade problems of the eighties, I won’t go
{;)hrough them all in detail, but let me just tick them off very

riefly.

One is the area of continuing to be vigilant about import restric-
tions imposed by other countries on U.S. high technology exports.
This is going to be the single most important area for U.S. exports
over the eighties. It will also be an area in which other countries
will be trying to establish their competitiveness. It is extremely
important that we use such things as the Government Procure-
ment Code and the Subsidies Code to insist that countries keep
their markets open so that we can succeed in our major area of
comparative advantage.

There may also be some possibilities for negotiating specific sec-
toral agreements to liberalize trade in an individual sector. The
aircraft agreement was negotiated in the MTN, and that might
well serve as a prototype for liberalization in other key sectors.

The area of food and feed grains is going to be a major problem. I
think there will be a tightening of the market in food over the next
decade. Certainly there will be periods in which there will be very
tight food markets. It is important that we try to make the world
food system more efficient. And that means trying to encourage
certain countries which have market distortions as a result of
government intervention to reduce those distortions. It requires us
to be vigilant about GATT illegal protective acts. It requires us also
to establish a much more effective method of coordinating the
development of domestic policies which have such a major effect on
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trade. It also means that we will have to do considerably more to
help the developing countries to increase food production, because
it is simply untenable in a world where we have the technology to
help increase food production, for developing countries in many
instances to face either starvation or major food deficits.

And finally, we need to negotiate what we were unable to negoti-
ate in the 1970’s, a system of international food reserves. If there is
going to be more food volatility, one of the major methods of
dealing with that will be to negotiate a food reserve scheme.

With respect to trade in services, some discussions took place in
the MTN, but we need to do a considerable amount more. The
United States does very well in the export of services—data proc-
essing equipment, software, construction, et cetera. We do very
well in these various areas. Yet there are a whole host of restric-
tions imposed by other countries. It is difficult for American banks
to establish themselves in certain places. American insurance com-
panies are constantly faced with discriminatory treatment. Because
this is an important area for U.S. exports, it behooves us to make
much greater effort internationally to remove or reduce restric-
tions. This is going to be more important over the next decade
because services are a larger and larger part of our domestic econo-
my and will become increasingly important in international trade.

In the area of energy, as I mentioned, trade problems are going
to become more intense in the eighties. There will be a great deal
more bilateralism as countries try to lock up trade through prefer-
ential and investment agreements.

We have now the International Energy Agency, the OECD, and
the GATT. All of these, I believe, are going to have to address
themselves much more specifically to the potential distortions in
international trade and investment which could take place if
energy exporters, particularly oil exporters, try to use their lever-
age to extract certain concessions from energy importing countries.

Nothing could be more detrimental to the trading system or to
political and security cooperation than countries falling all over
one another to make these bilateral deals.

Structural adjustment is going to be another problem which we
are going to have to address more directly. We have, as I said, not
reached agreement on a safeguards code. This is a high priority for
the eighties because without it countries can make their own little
bilateral safeguard arrangements, and that, too, is corrosive to the
trading system.

We have developed over the last several years the OECD Steel
Committee which may well be a prototype for more intensive ex-
change of information on adjustment by countries and by national
industries to structural problems. This is a committee which
doesn’t negotiate, but it permits individual countries to identify the
particular policies pursued by other countries, and to determine
whether those policies are facilitating structural adjustment or
standing in the way of structural adjustment. So it is a useful way
of exchanging information and putting some pressure on countries
not to pursue policies - which inhibit necessary structural
adjustment.

I think it is also important for us to continue work within the
OECD on what has come to be known as positive adjustment.
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Positive adjustment is a set of principles by which countries ap-
proach industries which are facing difficulties. It provides that
countries, in so doing, should only provide support for a temporary
period to help industries get on their feet rather than providing
prolonged subsidies or protection which in effect distort the alloca-
tion of resources.

Further progress in incorporating the developing countries into
the international trading system is essential. Bringing them into
the codes, making them feel a greater part of the GATT is particu-
larly useful, because these countries, as they become more competi-
tive, also need to assume greater responsibility in the international
trading system, both by adhering to the codes themselves and
liberalizing further.

It is awfully difficult for us in this country to maintain and
argue for open markets for the developing countries if developing
countries which have achieved a high level of development are
restrictive in terms of their imports from the United States, or
engage in the sorts of things Howard was talking about in terms of
investment performance requirements.

The North American market is going to demand more attention
in the eighties than in the seventies. Congress has mandated that
we do a study of opportunities for improved trade in the eighties
with Mexico and with Canada. This is particularly important. Both
countries have a more nationalistic attitude toward their trade and
toward investment policy than does the United States. Their gov-
ernments intervene to a slightly greater degree in one case, to a
much greater degree in another case, and it seems to me that if we
don’t begin to work out a modus vivendi with these countries, we
are going to be constantly subject to disruptions and to frictions in
our trade with the two. And because the trade relationship is so
intimate, it is particularly important that we move on this very
soon and try to work out these differences before they become
major points of contention in the eighties.

East-West trade was a very popular item in the early part of the
seventies. It has lost its popularity for a number of reasons in the
latter part of the seventies, but nonetheless, the U.S.S.R. and
China and Eastern Europe are increasingly important actors in the
international trading system. We are going to have to figure out a
basis for our trade relations with the Soviets in the post-Afghani-
stan era. The Chinese are interested in broadening their trade
relations. They, however, export things which are somewhat sensi-
tive in the American economy, in the European economy. We are
going to have to figure out a basis for trading with the Chinese. We
also have to figure out how to deal with a potential Chinese re-
quest to join the GATT. China, a very large Communist country,
works on nonmarket principles. How do we deal with it? It is a
major issue, a major issue for the GATT, a major issue for us.

Competition policy is another item we are going to have to
address more than in the seventies. A number of questions have
been raised about U.S. antitrust enforcement, whether it is attuned
to the needs of the eighties, More and more competition comes not
internally, but from foreign products into the American economy.
Other countries have a different attitude toward antitrust. And
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American production has become, in effect, multilateralized, which
enhances competition. So one has to look at it in broader terms.

The last point I would touch on is the relationship between trade
and investment policy, and here I think Howard’s point is exactly
right. Trade distortions resulting from investment may well, in
many cases, be more serious than trade distortions relating from
tariff or nontariff barriers. And there are a few countries who are,
shall we say, in the vanguard of the effort to impose performance
requirements in order to enhance exports or to enhance local com-
ponentry. And unless there is a major international effort to deal
with this problem, we can look forward to more and more trade
problems that relate to investment performance requirements.
That may well undercut a lot of what was done in the multilateral
trade negotiations.
" In conclusion, let me just underline a point I made in the begin-
ning. Increasingly we are going to have to look at trade policy as it
relates to other types of policy: Domestic, energy, aid, finance, and
a whole array of issues. It is particularly important that we start
out in 1980 to take a look at the decade ahead and figure out just
how trade policy does relate to all these other elements of policy.
In the final analysis I come away reasonably optimistic that we can
manage the difficulties before us, but we can only do so if we have
a sense of long-term purpose. We must not react only to day-to-day
pressures, but develop a long-term strategy. We need to pull togeth-
er the various elements of policy domestically and internationally,
and then I think we cannot only cope with these problems, but we
can develop a system which works even more effectively as a result
of our efforts.

Senator BRADLEY. Thank you.

[The prepared statement of Mr. Hormats follows:]



103

STATEMENT OF
AMBASSADOR ROBERT D. HORMATS
DEPUTY UNITED STATES TRADE REPRESENTATIVE
BEFORE THE
SUBCOMMITTEE ON INTERNATIONAL TRADE
OF THE COMMITTEE ON FINANCE
U.S. SENATE

JULY 28, 1980



104

Mr. Chairman:

I am delighted to have been asked to appear before this
Subcommittee in its consideration of the major trade issues
that will be facing the United States during the decade of the
80's. I commend Senator Bradley and this Subcommittee for holding
these hearings. The beginning of a new decade presents an
excellent opportunity to step back from day-to-~day pressures and

to focus on longer-term priorities and problems.

The first Economic Summit of the 1980's was held in Venice
last month. Wﬂile the;problems of energy and inflation dominatéd
the discussions, the participants also recognized that the health
of their economies depends on strgngthening thg world trading
system and resisting protectionist pressures. We need to
understand where the pressures of the 1980's are likely to come
from and identify the elements of the trading system which most

need strengthening.

In order to better appreciate what is ahead of us in the
1§80's, I should first like to review trade trends of the 1970's.
The most important of these was the dramatic growth in the
importance of trade relative to overall economic activity in
the United States. The share of exports in U.S. GNP grew from
4.3 percent in 1970 to 7.5 percent in 1979, and from 14 percent

to over 20 percent of domestic goods production. Production has
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become more integrated across borders. -For example, we are
moving téward‘a world car. Large airplanes are produced with
components from many countries (the "European" Airbus is roughly
one-third American), as are computers, televisions, and most
other major products. These trends suggest that in the coming
decade, policymakers will find it increasingly unrealistic to
classify economic issues as purely domestic or strictly
international. The international trade and other economic
implications of ostensibly domestic policy issues will command
growir{g atfention, and developments in international commeré-e
will become matters of ever wider concern within the United
States. Put another way, successful management of the U.S.

economy will require successful collective management of the

global economy.

Much of the domestic attention to trade issues will be
directed at individual sectors or industries. It is important,
therefore, to appreciate the different experiences of trading
sectors during the past decade. The two most dynamic sectors
have been high technology and agriculture. During the 1970's,
the value of U.S. agricultural exports grew at an average annual
rate of approximately 19 percent, compared to an agricultural
import growth rate of 12.6 percent. The result has been a
substantial increase inlthe U.S. agricultural trade surplus,

from 1.5 billion dollars in 1970 to 18.3 billion dollars in 1979.
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The performance of high technology exports (i.e., products
relatively intensive in research and development) has been
equally dramatic. These sectors, which account for two-thirds
of U.S. export sales of manufactures, generated a U.S. trade
surplus in 1979 of more than 39 billion dollars. A major
objective of U.S. trade policy in the coming years must be to
ensure that these highly competitive industries enjoy improved

market access and encounter fair treatment by our trading partners.

Declining U.S. competitiveness has been evident in several
mére traditional mAnufacturing categories,. most notably steel,
automotive equipment, textile and metal-working machinery, rubber
manufactures and miscellaneous manufactures. These sectors, along
with historically sensitive textiles, apparel and footwear, have
experienced increasing competition from foreign producers and
have faced difficulties in adjusting to their new market situations.
In addition, many face the added challenge of adjusting to high-
priced'energy—-which has rendered some of their traditional
products and older equipment uneconomic. The challenge for
policymakers in the 80's will be to facilitate the necessary
trade-related and energy-related structural adjustments in
ways that preserve efficiency in the use of our human and capital
resources and reflect compassion for the situations of individuals

affected by those adjustments,
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A final point on recent trade trends is that there has
been an increase in the number of developing countries that
have become important participants in the world trading system.
The growth of these nations has been a major boost to our exports
and their exports provide us with a dynamic source of competition--
not just in traditional labor-intensive goods, but in capital-
intensive goods, high technology goods and services as well.
Many of these countries do not share our views on the appropriate
conduct of trade, and in particular, on what is justifiable in
terms of types and degree of state intervention in trade. These

countries will have a significant impact on the trade in the 80's.

The trade trends of the 1970's have affected the competitive
position of individual American industries and firms, and indeed
of industries and enterprises throughout the world. Two factors
just noted stand out in the recent intensification of global
competitiveness. First, the déveloping countries' expansion
of industrial capacity, including industrial export capacity
means that they are competing in new areas of trading activity
and thus challenge our own firms. Because they entered the
market later, their equipment tends to be more modern and,
because much of it was bought after the rise in energy prices,

more energy-efficient.
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Second, the sharply.increased cost of energy has compelled
countries throughout the world to attempt to expand their
exports. They are doing so both to earn additional foreign
exchange to pay for imported oil and to stimulate their
economies in order to compensate for the deflationary effect of
transferring national income to the oil-exporting countries.
The oil exporters have not been capable of absorbing the rest
of the world's additional exports, and as a result, countries
have been feeling the effects of heightened global trading

pressures.

The challenge will be to adapt to these new trading forces
in ways that serve our own national interest which is based to
an ever increasing degree on prosperity and international

cooperation.
Trade Policies

It is also useful to recall the major trade policy
developments over the last several years. International trade
policymaking during the 1970's focused heavily on the Multilateral
Trade Negotiations (MTN), which were launched by the Tokyo
. Declaration of September 1973 and completed in April 1979.

In addition to substantial cuts in tariff levels, the MTN
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produced a series of codes governing the use of non-tariff
measures in the regulation of trade. The completion of these
codes was an achievement that should significantly improve
the conduct of world trade duringvthe 1980's. The increasing
inclination of governments to intervene directly in the
conduct of trade with a variety of non-tariff measures, and the
growing impingement of domestic social, environmental, and
health policies upon trade flows, required the international
trading system to develop "rules of the game" for situations
well beyond traditional trade actions, such as tariffs and
gquotas. The MTN codes provide a basis for managing trade

relations in this more complicated trading environment.

The non~tariff codes negotiated in the Multilateral Trade
Negotiations are of particular importance to our exports of
high technology products, which tend to face a wide variety of

non-tariff barriers.

Each of the MTN Codes and Agreements should, for example,
support efforts in the 1980's to ensure that our rapidly growing
trade in high-technology products, which is of major importance
to the U.S. economy, is conducted in a fair and efficient manner.

implementation of the Codes and to negotiate an extension of

68-425 O—80——8
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the Codes to areas not adequately covered by the current
agreements, Code provisions will not have much meaning unless

they can be applied effectively to specific cases.

In agricultural trade, in addition to the exchange of
bilateral concessions, the MTN reached agreements covering trade
in meat and dairy products. A start was also made on the
establishment of a framework for international cooperation
on agricultural issues. As a large net exporter of agricultural
products, the United States has a keen interest in ensuring that
in their management of domestic agricultural programs governments

do not raise additional impediments to agricultural trade.

A significant first step was taken in the MTN to induce
fuller participation by the developing countries in the GATT
system. The issue is of particular importance to the United
States because of the increased importance of LDC's to U.S.
trade., In the decade of the 1970's, the share of U.S. imports
of manufactures from non-OPEC LDC's rose from under 14 percent
to over 22‘percent. On the export side, LDC's increased their
share of total U.S. exports of manufactures from 30 percent to

38 percent, with most of the growth accounted for by OPEC.

Several of the more advanced LDC's have signed various
MTN Codes. The MTN also included the "Framework Agreement,"

which provides the legal basis for differential treatment of
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ILDC's and includes recognition of the fact that countries should
undertake increasing trade obligations as they develop.
Developing country adherence to the MTN Codes has been a

major priority of USTR during the past year. It must and

will continue to receive substantial attention in the future.

The MTN also resulted in institutional reform of the GATT.

The non-tariff codes strengthen the GATT's authority to deal with

a broad range of trade actions and demonstrate the ability of the
institution to adapt its procedures to changes in the world trading
environment. The Understanding Regarding Dispute Settlement
bolsters the GATT's position as the appropriate place for countries
to- take commercial disputes, The strengthening of the institution
that is made possible by these reforms, however, can be solidified
only if the participating members use the new facilities and invest

thef with genuine operational responsibility.

The major missing ingredient in the MTN was an international
agreement on safeguards., The pace and scope of international
competition evident in the past decade can be expected to continue
or accelerate during the coming decade. This will require further
adjustments in the economies of all trading countries. In order
to ensure a fair distribution of the adjustment burdens, it is
crucial that countries agree upon the rules to be followed

when domestic industries are injured by foreign competition.
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For this reason, the United States continues to place high
priority on the negotiation of a new Safeguards Code.
-

Several issues that will be of increasing importance in the
1980's were not addressed directly in the MTN. The most
important of these are: (1) impediments to international trade
in services, (2) trade—relatedAinvestment issues, (3) the
application of competition policy in the international economy,

and (4) regional trade issues. I shall discuss these shortly.

The Overall Economic Environment of the 1980's

The way we deal with individual trade issues, depends on
the probable environment before us. Factors that contributed
to increased global competitiveness during the 70's--the
industrialization of the LDC's and the tightness in the world
energy market--will continue in the 80's. This situation leads
to several considerations which must be taken into account in
the formulation of our trade strategy. Specialization between
North and South within the manufacturing sector will proceed.
The LDC's are determined to develop their industrial bases.
They are acquiring the human and physical capital to compete
in many manufacturing lines, and they plan to rely heavily on

foreign markets. The developed countries will find it
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increasingly difficult to compete with LDC's in many areas.

In part because of this, one can expect competitibn among
developed countries to intensify in the high technology-,
capital-, and skill-intensive range of manufactures.
Undoubtedly, this competition will tempt governments to cushion
the impact of market forces on weaker industries that appear to
count heavily in every nation's perception of their economic
vitality, or to strengthen industries in which they believe,
with a little governmental assistance, will have a greater

competitive advantage.

In the agricultural sector, we face the continuing
inclination of governments to use trade barriers, particularly
non-tariff measures, to protect farm income. The degree of
government intervention in agriculture is matched by no other
sector, and there is no sign that such intervention will
abate in the near future. Agriculture--mainly for socio-political
reasons--has been largely exempt from the disciplines of GATT
since its inception. We now face the difficult task of
integrating the agricultural sector into the trading system and
of holding governments accountable for the trade restrictive

policies adopted to protect farmers.
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The uncertainty that nations face in meeting their energy
needs could stimulate some to seek new commercial or commercial-
political arrangements which may not be compatible with the
open trading system we desire. For example, pressures could
grow for bilateral deals in which nations .provide special
market access for processed products, such as petro-chemicals,
in return for secure supplies of energy. The tighter the energy
market, the greater the pressures for bilateral, preferential
deals and the greater the potential leverage of energy exporters.
The divisive impact of such arrangements, and their corrosive
effects on the trading system, not to mention poli;ical and
security relationships, requires that energy receive high priority
both as a trade issue and as a global economic problem which, if
not resolved, will make successful domestic and international

economic management virtually impossible.

Beyond these are a number of other stresses involving global
resources, énvironment, and population. A report entitled Global
2000 prepared by the Department of State and the Council on
Environmental Quality, and released last week by the President,
notes that if present trends continue we ¢an expect enormous
increases in global population, particularly in developing
countries, wider income disparities within and among nations,
greater volatility and cost in food production, major gaps

between the supply and demand for energy, and the rapid depletion
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of forests and arable land. The trading system will not be
immune to the effects of these problems. On the contrary,

the likely pressures which will result in the developing
countries, the instability in trade flows, the growing concerns
about supply security, and the attendant pressures to "lock up”
secure sources of energy, food and perhaps other scarce raw

materials will lead to new sources of trade frictions.

Having sketched a rather harsh global enviroment, and before
turning to specific trade issues, I would like to  turn to the
domestic climate for a moment. So much of our success in trade
policy depends upon the ability of the United States to attain
relative price stability and higher productivity. Failure to
do so risks loss of our competitive edge in our our most dynamic
sectors and reduces chances of reinvigorating lagging industries.
The principal need is to increase investment. Social goals will
need to be attained in ways that do not burden unduly the ability
of the economy to direct resources to their most efficient use.
Regulations for social and environmental objectives can improve
human welfare in ways that are not expressed by traditional
measures of GNP growth. Many such regulations, however,
inhibit economic adjustment because investment needed to
comply with them diverts investment from possible use in
increasing productive capacity or developing technology to

increase productivity.
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Trade Issues for the 1980's

Let me start the discussion of specific trﬁde issues for
the 1980's with those relating to this nation's strengths.
The great competitiveness of the United States in the area
of high-technology exports compels us to place very high
priority on the avoidance and reduction of foreign barriers
to our exports of Ra&Dintensive goods and on expanding market
opportunities for such products. The implementation of the
MTN Code on Government Procurement and the extension of its
product coverage are impoftant to supporting U.S. trade in
high technology goods. In the case of Japan, we continued
to pursue negotiations which are designed to remove such
trade restrictions in the area of telecommunications. The
Subsidies/Countervailing Measures Code will provide common
guidelines for limiting foreign government support for high-
technology goods. The Standards Code will similarly reduce
the ability of foreign governments to limit entry of high-

technology products.

We have succeeded, as I noted, in extending the MTN
Codes to encompass high technology trade. In the future, it
will be necessary to deal with types of government involvement in
high technology trade that were not addressed by the MIN or
that will become apparent only as new technologies emerge.

The MTN Aircraft Agreement offers an example of a major attempt
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to deal with the trade effects of government involvement in
technology and industrial innovation at the sectoral level.
This agreement could serve as a precedent for possible
future agreements in other important trade sectors. To aid
in the effort of extending the MTN Codes, we are expanding
our research on the problems of trade and technology, with
special attention to analyzing domestic and international
policies that affect, or are affected by, technological

change.

Although we anticipate strong foreign demand for U.S. food
and feedgrains over the next decade, we realize fully that
tariff and nontariff barriers to trade will continue to
limit expansion of U.S. agricultural export opportunities.
Governments through the world recognize the special economic,
social, and political characteristics of the farm sector
that justify government intervention in an effort to stabilize
farm prices and income. This intervention is manifest primarily
as nontariff barriers including production and export subsidy
mechanisms, discriminatory quality standards, and a variety
of barriers to imports such as gquotas, variable levies,

import licensing schemes, and monopoly practices.



118

- 15 -

We have established a two-track approach for dealing with .,
agricultural non-tariff barriers. On one hand, we intend to
use the newly improved codes of conduct negotiated during the
Tokyo Round to rectify those practices which are clearly illegal
under GATT. -On the other hand, we are trying to build on the
results of the MTN to develop a frame&ork for cooperation in
agriculture through bilateral and multilateral channels. We
are using the framework established during the Tokyo Round to
resolve specific bilateral trade problems. In addition, we are
pressing forward to develop the Multilateral Agricultural
Framework, an idea which was initially conceived during the
MIN as a forum for high-level agricultural policymakers to
consult regularly in order to develop a greater understanding
of national agricultural problems. We hope such an improved
understanding will deter the adoppion of domestic agricultural
policies w.hichhare self-serving and ignore the interests of

other agricultural-producing nations.

We must confront as well the fundamental need to help
developing nations increase food production and reverse the
deterioration of crop land. We must address the long overdue
requirement for a global agreement on food reserves to help

offset volatility in supplies and prices.



119

- 16 -

Trade in services will be of major importance in the 1980's.
During the 1970's, services played a growing role in our
economy. As this trend continues. There will be a need to
pay more attention to the interrelationships between trade in
goods and trade in services. As we export more advanced
technological equipment, such as sophisticated computers and
aircraft, we also will increase exports of services necessary
to utilize this equipment--training, management, and repair
services, for example. At the same time, as our exports of
design and construction services expand, we ahticipate expansion of

our exports of industrial equipment.

U.S. service industries have become increasingly interested
in improved government support for their commercial interests
abroad. They also have indicated an interest in developing an
international framework for trade in services which would permit
negotiation of 'some discipline for this trade, such as the

GATT has provided for trade in goods.

Thus, the primary focus for the 1980's in services will be
the development and implementation of multilateral agreements to

provide service industries with a body of international principles,
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rules, and procedures designed to promote the free flow of
service trade. In some cases, it may be most desirable to work
out comprehensive agreements for individual service sectors.

In other cases, it may be most desirable to negoﬁiate codes

of conduct on certain types of problems. For example, it may be
possible to extend some of the codes negotiated in the MTN or
general rules of the GATT to include trade in services. A study
is currently underway in the OECD to determine the possible scope

and direction of future negotiations on this issue.

During the past decade we learned how vulnerable our
economy can be to shocks in world petréleum markets. However
costly we beliéve energy is today in relation to its historic
levels, energy will surely be much more expensive during the
80's. Access to, and prices of, energy resources will be a
major source of contention in international economic and
political affairs. While a major national and international
effort to increase production and use of alternatives to oil,
and to accelerate energy conseivation, is a high priority
objective of many nations, our trade strategy for the 80's will
have to recognize that the United States and ouf more dependent
allies and friends will continue to import large amounts of

petroleum for years to come.
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Key questions will be: whether governments will attempt
to work out deals with other countries to "lock up" secure
energy supplies, whether their desire to do so will give added
leverage to energy exporters desirous of obtaining preferential
deals (e.g., major OPEC investment or special market access for,
say, petrochemicals), whether this will lead to a proliferation
of bilateral arrangements injurious to the trading system, and
whether it will also lead to more active interventionist roles
for governments in putting such deals together. If, as I suspect,
the answer to this set of questions is yes, the trading system,
and indeed international political cooperation, will be faced

with a whole new series of challenges.

Cooperative planning with oil exporters and importers will
be critical if we are to avoid, or_withstand the threat of, these
types of pressures. We have alreédy created the International
Energy Agency. We will want to build on the work of the IEA, the
Venice Summit, the GATT, and the OECD to significantly strengthen

prospects for a constructive non-divisive response to these problems.

Structural adjustment issues will be extremely important as

agenda items for the 80's. There is a pressing need to
negotiate a comprehensive Safequards Code to cover the
emergency actions taken by countries to protect domestic

industries that are injured or threatened with injury by imports.



122

- 19 -

During the MTN, progress was achieved in developing a Safeguards
Code, but no final agreement was reached. A GATT Committee on
Safeguards was established last November to continue negotiations
on this topic, The main U.S. pbjective in these discussions is
to concentrate on three key issues: selectivity (the main
European objective in the MTN), transparency, and broad coverage.
We are seeking & .safequards agreement covering both formal import
limits and informal export restraint arranéements. Many such
agreements, as they now operate, introduce a degree of
bilaperalism into the adjustment process and thereby undermine
fair and equitable burden sharing. They contain thé seeds of
increased cartelization of international commerce. Failure to
conclude a Safeguards .Code in a timely manner will increase the
potential for protectionist actions, particularly if the major
industrialized countries continue to experience slow real

il
economic growth.

More broadly, there is the difficulty of developing fair
and economically sound responses to the global problems of major
industrial sectors, such as steel and automobiles. We must face
up to the issue of how to help domestic industries regain a
competitive standing without undermining the integrity of the
market mechanism for allocating resources among alternative uses.
The potential for dislocation of labor and capital in these

sectors is enormous. However, protection from foreign competition,
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or the introduction of domestic subsidies, would generate
inefficiency and inflation that would ercde economic performance
in other sectors as well as in the protected sector. Moreover,
protection tends merely to export the adjustment bufdens and
lead others to take actions which would adversely affect our
exports, It will be necessary, therefore, to coordinate with
other countries. Because most countries have rather different
views on appropriate industrial development policy, it makes

such coordination a complex task.

One potehtial prototype for such coordination is the OECD
Steel Committee. 1Its objective is not to negotiate or to promote
negotiations, but to permit the exchange of information on how
and the extent to which steel industries in OECD member nations
are adjusting, and to enable officials to identify elements of
national policies of other countries which unnecessarily prolong,
or inhibit, the adjustment process. This type of arrangement
might prove useful in monjitoring or encouraging adjustment in
other sectors, particularly those in which there is global over-
capacity or in which major adjustments are needed to deal with

dramatically changing energy costs.

To allow for the requisite domestic adjustment to changes
in international trade patterns, the United States has in the

past relied primarily on the mobility characteristics of our
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domestic economy, and secondarily on temporary import restraints
in a very limited number of situations. Due to the increased
speed and occasional unexpectedness with which imports of some
products penetrate our market, the need has arisen, in some
cases, for a more sector specific adjustment policy. Efforts
have been made to develop a coordinated government policy
response to the footwear, steel, auto, and textile sectors.
Focused efforts to address requlatory and financial problems
of such industries can facilitate their own efforts to improve
efficiency and competitiveness. 1In many cases, trade problems
are merely symptoms of more deeply rooted competitive problems
in an industry. To the extent these problems can be resolved
by other means, import restrictions~- which impose a burden

on the overall economy--can be minimized.

Effective sectoral adjustment policy at home will strengthen
our capacity to encourage sectoral adjustment on a global basis,
just as sectoral adjustment abroad can ease adjustment at home,
For these reasons, a key trade objective of the 1980's must
be to develop further the OECD work on "positive adjustment."”
This work, which seeks to generate a common effort among
industrialized nations to avoid regulations and restrictions
which lead to the inefficient use of resources and to promote
adjustment consistent with market forces, can make a major
contribution to the trading system and to the efforts of national

economies to improve productivity and reduce inflation.
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The success of the advanced developing countries in using
trade as a stimulant to economic growth and diversification is
likely to lead to even more widespread use of trade-oriented
development strategies. This trend will require that increased
efforts and considerable creativity be applied to the task of

incorporating the LDCs more fully into the GATT system. It is

in the long-term interest of the industrialized countries that
the developing countries expand and diversify their trade.

In a like manner, our welfare and theirs require trade
liberalization as development proceeds., Indeed, our ability
to adjust to LDC imports-will in large part depend on our
ability to export to them more of the products in which we

are competitive.

We will need to convince developing countries that the
GATT system offers the most practical vehicle for expanding
trade in accordance with their respective comparative advantages.
Their assumption of the responsibilities of GATT and code
membership will strengthen their ability to assert their
rights under both. Serious thought and effort must be given
to the gquestion of how to maintain a trading system that
allows developing countries to earn the foreign exchange
necessary to finance their external debt and the imports of

capital goods and raw materials needed for their development.

68-425 0—80——-9
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Similar thought must be given to how to ensure adequate
foreign assistance and capital flows--which are essential
both on humanitarian grounds and because the growth they
help to generate in the LDCs will mean additional exports
from, and jobs in, developed nations. In short, there will
in the future be a growing relationship between trade and

financial issues--particularly in regard to LDCs.

The intimate trade ties on the North American continent

always require close attention. Our economy is highly integrated
with the Canadian economy, especially in the areas along the
border. 1In trade alone, Canada accounts for roughly 18 percent
of both U.S. imports and exports. The United States, on the
other hand, takes 65 percent of Canada's total exports and
supplies 70 percent of Canada's total imports. Canada, as well
as being our major trading partner, is traditionally an important
source of energy and raw materials. Increasingly, however, the
Canadians are interested in processing their raw materials
themselves. There is also strengthened sentiment in some quarters
in Canada for a more nationalistic approach to foreign investment

--which could also have important trade effects.

Our trade relationship with Mexico also will undergo change
in the next decade. As with Canada, well over 70 percent of
Mexico's trade, both imports and exports, is with the United

States. For the United States, however, Mexico is a substantially
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smaller trading partner than Canada; between 5 and 6 percent of
U.S8. trade is with Mexico. Mexico intends to use its oil

and gas wealth in an ambitious industrialization effort which
could alter the future composition of U.S-Mexican trade.

The energy wealth also gives Mexico a feeling of greater
relative strength in its negotiating posture vis=-a-vis the

United States.

These developments in the trading sectors of our two
neighbors require us to examine carefully the premises of
our current trade strategy toward these countries. The
study of North American trade relations that was mandated by
Section 1104 of the Trade Agreements Act of 1979 is providing
the vehicle for identifying specific sectoral or functional
areas for further liberalization of trade (or investment
rules) which would be mutually beneficial. Areas of examination
include North American agricultural trade, energy trade,
petrochemical trade, broad areas of concern in U.S./Canada
trade relations, Mexican industrial development plans and
their impact on U.S./Mexican trade in the future, and investment-
related trade issues with Canada and Mexico. The report is

to be presented to Congress by July 1981.
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The global nature of the MTN exercise precluded substantial

attention to issues surrounding regional trade arrangements, but

these issues will command more attention in the future. We will
need to maintain a dialogue with nations in the Pacific Basin

as they explore possible regional cooperation arrangements.

On the Atlantic side, it will be necessary to work with the
European Community as it expands to include Greece, Spain

and Portugal to insure that U.S. producers are not adversely

affected.

United States trade policy in the 1980's must also

focus on the development of East-West trade relations in the

post-Afghanistan period. Despite the political issues
currently overshadowing East-West trade relations, U.S. trade
policy must continue to address the problem of "normalizing"
trade between the United States and the centrally-planned
economies. To accomplish this, the problems that currently
accompany East-West trade--the growing hard currency debt of the
Communist countries, their increasing desire for countertrade
and the continued need to protect domestic industries from the
potentially disruptive effects of trade with centrally-planned
economies, to name a few--must be addressed in the context of
both bilateral and multilateral trade relations. The United
States and its trading partners must determine how best to
encourage these countries to assume greater responsibility

for the international trading system by accepting and relying
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more upon the accepted rules and principles of international
trade. The U.S. in particular will have to reevaluate its
trading relations with the Soviets in order to determine the
basis upon which it will conduct such relations--and their

goals and objectives.

With respect to China, the picture is considerably
brighter. U.S.-China trade relations have improved greatly.
Only a relatively short time elapsed between the decision to
normalize relations between the United States and the People's
Republic of China in December 1978, and the entry into force
of the U.S.-China trade agreement providing for Most-Favored-
Nation treatment. The United States will need to develop
and implement a strategy for furthering its trade and invest-
ment relations with China, inecluding a position on a possible

Chinese application to join the GATT.

The increasing prominence of trade in U.S. domestic
economic activity requires our taking more explicit account of
international factors in our approaches to domestic regulation.
A particularly important issue in this regard is competition
policy. Questions have been raised as to whether traditional
U.S. approaches to antitrust enforcement are sufficiently
attuned to the extent to which heightened internationalization
of U.S. business and the role of foreign products further

our own economic competitiveness. Similar questions are
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raised as to whether our firms' ability to compete is
unnecessarily encumbered by antitrust concerns or practices.

Many of our trading partners have sharply different views of

the proper role and procedures of antitrust enforcement, and
their practices may give them certain advantages over us.

The challenge for U.S. policy will be to develop an international
consensus on appropriate guidelines for the application of
competition policy in an expanding and increasingly diverse

international economy.

In the past decade, we came to recégnize the close
relationship that can, and often does, exist bewteen trade

patterns and investment policy. In many cases, investment

policies have a greater effect on trade than tariffs or
non-tariff barriers. In this connection, we need to give
serious consideration to the trade-distorting effects of
certain investment policies and programs, particularly
investment incentives and performance requirements o:fered

to or imposed upon foreign investors by host governments.

Many business and labor leaders have expressed growing
concern about the increased use of investment incentives and
trade-related performance requirements by both developed and
developing nations. These leaders support U.S. efforts to

reach a multi-lateral agreement limiting the use of such
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measures. Until such an agreement is reached, however, they
urge the United States Government to take action against
them under existing trade statutes (such as Section 301 of
the Trade Act of 1974, as amended) and trade agreements
{such as the GATT and the Subsidies and Countervailing

Measures Agreement).

'We anticipate that the 1980's will be marked by two
principal developments in this area.. First, efforts will
continue--with the OECD, the UN, and other groups--to reach
an international agreement festricting the use of investment
incentives and trade-related performance requirements.
Secondly, given the unlikelihood of reaching a comprehensive
and legally binding international agreement at an early
date, governments as well as private actors may seek to rely
upon existing domestic legislation and international agree-
ments to obtain relief from the adverse effects of the use
of investment incentives and trade-related performance
requirements. Attempts to use trade law to resolve disputes
concerning trade-related investment practices would be
unprecedented, thereby requiring, as noted earlier, a re-
examination of the extent to which trade law is applicable
to investment activities. The development of a body of
case-law in this area would presumably significantly affect
the prospects for attaining an international agreement on

these matters.
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Conclusion

The 1980's will be a time of both challenge and opportunity
Major structural adjustments will be necessary to cope with
sharply higher energy prices and increasing developing
country competitiveness. Growing pressure on global resources
will likely encourage bilateralism, which in turn will

increase trade frictions.

At the same time, exports are the most dynamic part of
the economies of all regions of the United States. Those
countries which are rapidly increasing exports to us are

providing the fastest growing markets for our exports.

Our response to the challenges and opportunities must
begin at home. We have to reduce inflation and increase
productivity., But it will have a strong and growing inter-
national component. The growing importance of trade to our
economies puts a premium on international cooperation. The
improvements negotiated in the Tokyo Round have significantly
increased the capacity of the trading system to withstand
the stresses of the 1980's. But much work needs to be done
in such areas as safequards, services, and the reduction of

barriers to agricultural trade.
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Trade strategy for the 1980s will differ from that of
past decades. It will need to be closely linked to domestic
economic policy considerations. It will need to be integrated
with aid, investment, financial, energy and indeed even
environmental strategy. In short, it will be an integral

part of the management of domestic economies and the world

economy .

Based upon the successful cooperation of the 1970's, I
am confident that we can prevail over the difficulties of
the 1980's. But success will not come easily. And it will,
as this hearing underlines, require a strategy geared to U.S.
interests, the global environment, and the need for strengthened
international cooperation. I very much look férward to working

with this Committee on the development of such a strategy.

- 000 -
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Senator BRaDLEY. If you haven’t learned the system yet, the five
buzzers mean I have to go vote. When I come back we will begin
the questioning. I am sure that my colleagues will be back and will
want to pursue these issues.

[A brief recess was taken.]

Senator RoTtH [presiding]. The chairman has asked that we pro-
ceed with the questions, which makes it a little difficult, not
having been here through all of the testimony.

But one of the first questions I would like to address is this

question of productivity. I agree with you, Mr. Samuel, that the
American worker, given the proper tools and equipment can, I
believe, compete with the best in the world. I don’t think there is
any question about that.
- My question is that with the Japanese replacing their plants, as [
understand it, approximately every 10 years, on an average, and
the United States, over a much longer period, something like 30
years—at least that figure has been given me—it is pretty imprac-
tical to expect the American worker to be able to compete with
that kind of a difference in facility.

I wonder if each of you gentlemen would list to me the two or
three most important steps you think can and should be taken
with respect to this problem of productivity.

Does one of you want to start out with that?

Mr. SAMUEL. I seem to be the sacrificial victim, Senator.

I wish I could wave a magic wand, Senator, and tell you the
things we ought to do. In my opening remarks and in my testimo-
ny, which I didn’t read, I pointed out that although it is true our
productivity has not been rising as we would like it to, there is no
real agreement on why that has occurred. Obviously it is the result
of a mix of a number of factors, including the change in the mix of
our industry versus agriculture over the last 15 or 20 years, and 1
think until we really understand more clearly why it is our produc-
tivity did not rise or began to stop rising in 1973, as we were used
to, and then began to go down actually in 1979, it is hard to define
any remedy.

The one thing I would suggest is if it is a question of investment,
that we should approach it on a sectoral basis. There are clearly
some of our industries where productivity is very high, and gener-
ally speaking, in our manufacturing industries, productivity has
not had the same declining rate as it has had in the economy as a
whole. As you know, the productivity of our manufacturing indus-
tries is still rising quite well. That doesn’t seem to be the problem.

So that if we are to change any of the circumstances of invest-
ment in our manufacturing industry, it seems to me we should
take a very careful look at the individual industry and see, will
this really improve productivity? is productivity improvement
really called for? or will it, instead, simply end up as a windfall for
a particular industry?

Senator RotH. Could I ask you one further question? In your
testimony you pointed out that the increase in the cost of labor has
been substantially less than the other countries have experienced.
That is based on a percentage, I believe.
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In any event, is that true? Are there some industries that have
had a greater increase so that it has had an adverse effect on
exports?

Mr. SAMUEL. There are differences, of course, Senator, but in all
of them we are rising at a much slower rate, and have been rising
at a much slower rate since 1965, which is where I go back to—
actually, I think since 1960—than most of our foreign competitors,
particularly Japan. And I have some figures which I can leave for
the record. I won’t take time now to go over individual sectors. But
all of those figures demonstrate that on an index basis or on an
absolute basis, comparing their increases with ours, we have gone
up considerably less.

Ambassador HORMATS. Let me——

Senator RotH. Mr. Ambassador?

Ambassador HorMmATS. Yes. Let me just touch on a few. As
Howard said, we are not quite sure of all the reasons for the
sluggish U.S. productivity. Productivity in U.S. statistics is meas-
ured as a residual, and therefore it is very hard to tell exactly
what the causes of it are.

But there are a few that are worth noting. One is the amount of
capital available per worker. In the United States it has gone up
roughly by 2 percent per year over the last decade. In Japan and
Korea it has gone up 10 percent per year. In Europe, even in some
of the sluggish economies of Europe, it has gone up——

Senator Rotu. The problem with using percentages as we are, is
that they depend, of course, on what the base is.

Ambassador HormATs. No, obviously our base is much higher,
but when we talk about productivity, we are talking about in-
creases, and therefore you tend to correlate productivity increases
in part with increases in investment.

Surely our base is higher, and in many cases our productivity is
higher than many countries. It is just that the growth rate has
been more sluggish.

Second, R. & D. as a percentage of U.S. GNP has remained
relatively the same while it has increased in countries such as
Germany and Japan.

Third, we have had a lot of new workers coming into the U.S.
labor force over the last decade, and new workers tend to be less
experienced than older workers, and as these new workers gain
experience, then their rates of productivity will probably go up
substantially.

And the fourth is a point we were talking about earlier, and that
is service industries. Services today are over two-thirds of U.S.
GNP, and in many cases it is harder to get productivity increases
in service industries than it is in the manufacturing sector, and
with such a large percentage of our economy in services, we tend, I
think, to see a relatively slower growth in productivity in that
area.

Those are four reasons. There are others, I am sure.

Senator RotH. Could I ask you this question? Do you think our
steel plants or automobile plants are as modern as the Japanese?

Ambassador HormaTs. No, they are decidedly not as modern as
Japanese plants.

Senator RotH. How about our other basic industries?
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Ambassador HorMATs. Well, some certainly are. I mean, in the
airplane industry and high technology industries, computers——

Senator RotH. The basic rubber——

Ambassador HormMaTs. Rubber we are not.

Senator RotH. Copper.

Ambassador HormATs. Well, copper is a differentiated industry.
Some are competitive, some aren’t. But in the very basic industries,
as a result of relatively sluggish investment over the last decade or
so, we are not nearly as competitive as some Japanese plants, or in
the area of autos, we are not as competitive in the United States as
some American-built plants in Europe. And this is one of the
interesting phenomena, that a number of auto plants in the United
States built by American companies are simply less modern than
their counterparts abroad. It just really depends on the industry.

Mr. SAMUEL. Could I add just a comment to that, Senator, that in
two industries which have been most affected by international
trade, apparel and shoes, generally speaking, our U.S. industry is
at a very high level of technology. This has not been the problem
in respect to import impact in those industries.

Senator RotH. Thank you.

Professor?

Mr. BRaNSON. Yes, sir.

I think that I would agree with what has just been said about the
fact that we do not understand all the sources of the productivity
slowdown. I think that it is clear, though, that the slowdown in
investment is bound up with the productivity slowdown. I also
think it is useful to think about what one might do about that by
looking at the factors that an investor would want to look at,
namely, the expected average return on the investment and the
expected variability of that return, that is, how uncertain is the
investor about the return that he is going to earn. And I think
then one can sort out some of the things that have happened to
reduce the rate of investment in the United States. It seems to me
that in terms of the expected average return, the tax system works
against investment. There is the type of well-known problem about
inflation and depreciation in the tax law, in the corporate profits
tax.

In terms of the variability of the return on investment, one can
point to at least three items. One would be the fact that the energy
price rises in jumps, and so it increases the riskiness of investment
because one doesn’t know when the energy price is going to jump.
If one could have the same average movement of the energy price
over a long period, but smooth it, one could reduce the riskiness of
investment.

The second is that the size of macroeconomic fluctuations has
ﬁone up enormously in the 1970’s relative to the earlier period. We

ave had two very deep recessions in the 1970’s, and that has
increased the variability of profits and increased the riskiness of
investment.

The third factor I would point to is the variability in exchange
rates which causes variation in profits in the traded goods sector.

All of these items, the jumpiness of the energy price, the size of
the business cycle fluctuations, and movements in exchange rates
have essentially increased the riskiness of investment substantially
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in the 1970’s, and we can see that in the financial markets by
looking at the so-called risk spread that corporate bonds have to
give relative to Government debt, which has gone up.

So I think that if one wanted to go after the productivity ques-
tion, the problem of investment would be on the top of the list, and
these kinds of factors are the things that I would look for to start
to work on that problem.

Senator RortH. Dr. Malmgren, could I just ask one additional
question?

Can we become competitive again in the basic industries? I think
this is a very serious question for this country. I happen to be of a
school that as a major or the leading Nation of the free world, with
security really depending upon us, can we afford not to have a
modern steel, automobile, rubber, you name it, and if so, can we
make it competitive in world markets?

Mr. MALMGREN. It’s a tough question. I agree with a good deal of
what has been said already, that particularly we will have more
volatility in the 1980’s, and this is going to be another problem of
risk in the investment area that has to be somehow dealt with.

Essentially what we have is a lack of confidence in the long
term, together with the fact that heavy investment requires long
leadtimes. It requires confidence in 5, 10 or 15 years from now, and
that lack of confidence has partly to do with the risk phenomena in
the market, and the interdependence, and partly to do with the
changeability or volatility of our economic policy. Governments
keep changing their minds about what they are doing, and an
investor can’t operate on that basis. An investor taking a long-term
position needs to know more or less, this is the rule, however
unpleasant, and it will stay that way for x period of time. There is
this in our time a very strong tendency, especially because of these
other factors, inflation, uncertainty about rules, to stay as short
term as possible. And that is affecting our trade position and our
productivity. There is no question about it.

Now, you asked about what can be done, and I think there are
many ideas around, as you well know, including especially your
own. In my view, if you are going to compensate for this problem of
people having a very short-time horizon, wanting to take care of
the risks right away, write off their equipment right away, you are
going to have to deal directly with that problem, which is to bring
the time horizon of a long-leadtime project up real close, and that
means accelerated depreciation, very accelerated for the basic in-
.dustries that are in trouble.

There are other ideas floating around. The steel people, as you
know, want transferable or refundable tax credits for those years
in which they don’t make a profit but they want to be able to use
the tax credits in some fashion or other for capital spending
purposes.

In R. & D., actually, our R. & D. is going down as a share of
GNP, and that is another area that needs to be looked at from the
Senate point of view.

We have some modest R. & D., but it is increasingly energy
related, so it is not really productivity related in the mainstream of
industry. .
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But beyond this, can we get competitive again in the basic indus-
tries? The industries will change their character, whatever. I mean,
the market is going to work in one fashion or another. Can the
American automotive industry, for example, be competitive again?
Well, it depends on how much they spend in capital commitments.
GM has announced that it will spend $40 billion in the next 5
years to retool, redesign, not only the product, but the production
process, because we are talking about robotics, about keeping the
hands off the vehicle production so you don’t have a Monday or a
Friday car. There is a lot different going on here than just chang-
ing the models.

The world car concept is also coming in. So we don’t know now,
today, whether our industry will involve all production in one
place or whether it will be based on components coming from
various parts of the world and then assembled in one place.

I think the industry itself doesn’t quite know yet. That is why it
is diversifying its risks, and looking to Canada, Mexico, and Spain
and other places, covering all bets.

Now, we can be competitive again, but it may not be quite the
industry we had, it might be something different. But to be compet-
itive it is going to have to be fast moving on the technology front,
and undertake fast capital spending. It has got to have its eye on
productivity. If we are not careful, we may find that it won’t be an
American firm, it will be someody else that is competitive within
the American economy.

Now, to get it right, we are also going to have to look at one or
two other things that I don’t want to dwell on now. Ambassador
Hormats touched on it, and I did, too. One of them is concentration
policy and competition policy. It may be that we will have to look
at the world market as the relevant competitive source, and we
may need some consolidation.

In the steel industry, in my view, we need fewer firms, not more.
And we may find ourselves in the embarrassing situation that we
do have fewer auto firms 5 years from now because nature takes
its course and some don’t survive. But we shouldn’t necessarily
automatically think that is a disaster. I think we will have to think
through what does it mean in global terms.

Senator BRADLEY [presiding]. Let me rephrase Senator Roth’s
question, by asking instead of can we become competitive in these
basic industries, should we become competitive in these basic in-
dustries, given the theory of comparative advantage? Second, how
do you factor in our strategic interest in remaining competitive in
certain industries?

For example, according to the theory of comparative advantage,
maybe the Japanese will outproduce us in electronics, or maybe
the Koreans will outproduce us in a particular good.

Now, should we accept that fact and undertake a disinvestment
process in this country, and therefore the adjustment process, or
should we resist that fact? And which industries do you consider as
critical from a strategic sense?

For example, the theory of comparative advantage might say
that we don’t need an automobile industry, but do we want auto-
mobile manufacturing capabilities in this country in the event of a
national security emergency, and therefore, what percent of what
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industries do you require as baseline level to secure national
security?

Mr. MaLMGREN. That is a tough question, and many industries
come to the Government and argue that their industry is a nation-
al security type of industry.

When 1 came to Washington in 1961 I was in the defense area,
and if I haven’t forgotten completely about this. It has been the
development of thinking about the modern military political situa-
tion that we are not going to be fighting massive, land-based wars
in the United States or Europe, but that security is something else.
Do you have enough to sustain yourself if you are interrupted from
supplies in various parts of the world?

It is clear that, for example, in the Korean war the U.S. steel
industry was able to meet the military needs, and that was a very
small percentage of the total demand in the market at that time,
even going full out. It was also true that the automotive industry
could respond to the equipment needs, and again, it was a very
small percentage of the total automotive output.

So in the kinds of military-political world we are going to see,
large-scale capacity is not a dominating consideration but you do
want to have some capacity.

Now, would there be in the United States no steel industry if we
had a different trade policy? The answer is no. Today, for example,
the new small, independent minimills are going all out and making
a lot of money. They are different from the big mills, the old type
that were put in 10 or 20 or more years ago. But the minimills, in
my view, will take over everything west of the Rockies and a good
part of the Rocky Mountain area within 4 or 5 years. I think the
big companies will be driven out of that market, not by Japan but
by our own minimills.

So it is a changing structure of industry. Each industry is, in
fact, adapting. We will see survival of some firms in the basic
industries for a variety of reasons.

Let’s take nonferrous metals. It has been in the 1970’s a difficult
area for the nonferrous metals companies, but in the 1980’s there
are going to be world bottlenecks, and my guess is we will have a
rebound of our companies in 1985, and they will be doing extreme-
ly well. They will then be able to engage in the investment that is
required, and we will find that in the North American area we do
have a good deal of what is necessary to have for security——

Senator BRaDLEY. Let me ask you this another way, and I would
like everyone to comment.

Some of you said in answer to Senator Roth that one of the
responses we need to make to a lower productivity growth rate is
increased investment. I wondered if any of you have done any
analysis as to what we do want to encourage investment in and
keep as our basic manufacturing capacity in this country, given the
threat to them that increasingly is posed by foreign competitors.

My own personal view is that we can not survive as a nation of
restauranteurs and security guards, and health care specialists,
and I wonder about your views.

Mr. BransoN. Well, Senator, I think that the answer on the
question of do we need basic industry is that maybe the question
isn’t focused exactly right. I think the right answer comes from the
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comments that were made earlier about high-technology industries,
that the manufacturing industry that will survive in the world
competition in the 1980’s in the United States will be and should
be the manufacturing industry that is based on high technology
and skill, and to the extent that the production processes, or the
products, in steel or in rubber or in autos develop with those kinds
of technologies, then those will be industries that the United States
will focus on rather naturally. If we want to speed that process,
doing something about R. & D. spending would make sense.

The second part of your question was how do we factor in strate-
gic considerations, and it seems to me there the question really is
what is the probability that one would get cutoff from supply from
all sources at the same time.

Taking your example about automobiles, if the concern is secu-
rity, and if the only automobile manufacturer in the world were in
the Soviet Union, then there would be some reason to worry about
it. However, if there are auto industries in 30 different countries
around the world, there is not much probability that they are all
going to stop selling to the United States at some critical moment.

So I would think that most industries would not qualify under
those kinds of considerations as being interesting strategic
industries.

I am reminded a little bit of the irony of the fact that when a
developing country, an India or a Brazil, starts saying that we need
to build a steel plant, the people at AID will say, don’t be silly, you
don’t need a steel plant, somebody else is better at making steel
than you are. But when we are talking about our steel industry, it
sounds suddenly that you can’t be a really healthy economy unless
you have a steel industry. I think that we ought to use on ourselves
the argument that we would use on India or Brazil. The industries
that we need are the ones that we are good at, and increasingly we
are not so good at running production lines that take semiskilled
labor. We are good at doing things that take skilled labor and high
technology capital. )

Senator BraprLiy. If you could be brief. My 10 minutes were up
a}t;out 5 minutes ago, and as the chairman, I would like to abide by
this.

Ambassador Hormarts. OK.

I think there are a couple of elements to the question. One is I
think we are going to have, and indeed probably ought to have,
steel, auto and other basic industries. The real question is how
large they are going to be, and I think in some measure they are
going to be smaller, as those that are less efficient fall by the
boards, and those that are more efficient gain a certain amount of
strength.

An interesting phenomenon in textiles. Textiles, 4 or 5 years ago,
was seen as a dying industry in this country. Now we are very
competitive in the European market because a lot of new invest-
ment has taken place, and we are able to export, and the Europe-
ans are afraid of our competitiveness, so that industries which
have the foresight to develop and use new technologies can com-
pete, and it is very difficult to anticipate which ones are going to
die and which ones are going to survive, becausé¢ in large measure
it depends on their own management perhaps more than what
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Government can do, although Government can set a good environ-
ment.

The second is the question of specialization. What we are likely
to have is a steel industry which 5 years from now perhaps is more
competitive than today, but perhaps in different types of products.
Certain products we may be less able to compete in. Other prod-
ucts, as in synthetic fibers, we may be better at.

So it is very difficult to predict in the aggregate whether an
industry will be here or won’t be here, but certainly we are going
to have in basic industries sectors of those industries which are
very competitive, simply because they either, one, specialize in
products where they do have a comparative advantage, and two,
develop and use high technology more effectively than they have in
the past. And this seems to me to be the answer in autos, steel and
shoes, textiles, and a number of other lagging industries, more
technology and more specialization.

Mr. SaMUEL. Senator, let me first suggest that I certainly sup-
port your belief that we need a broadly based economy. To listen to
some economists, one would suggest that some years from now we
will end up being a nation of McDonald’s hamburger stands, which
we do very well, and soybean farms. We do very well there. And
most of us will be unemployed.

I don’t really think that is the answer for the United States.

It seems to me there is no single answer for the very difficult
question you raise. If you take just three of the industries we have
talked about today, the steel industry possibly has been affected
the last few years just as seriously by the dumping practices of our
trading partners as by its own lack of technology. Certainly it has
been a major factor.

The textile and apparel industry, as Bob Hormats has suggested,
need some time. I might also suggest to you that that industry
employs 2% million people, many of them of low entry level skills,
many women and people from disadvantaged families. The sugges-
tion that that industry be allowed to disappear I don’t think is one
which we would really like to consider.

The auto industry is the victim of temporary bad management
decisions a couple of years ago, and to suggest that we can no
longer compete in the international automobile market I think is
simply wrong. My guess is, given time, we will be back in the
market very strongly, and back employing those, well, 300,000
people in assembly plants and about 600,000 people in parts manu-
factures, making automobiles for the world market.

What does this lead to as far as policy is concerned? First of all,
most important I think is time. When an industry has problems,
very often what it needs is time, and very often that time can be
provided by import restraints. We have done that. We have done
that in shoes and we have done it in textiles, and we have done it
in a number of industries recently, in color television and specialty
steel, and generally it has worked out fairly well.

Of those industries, specialty steel is an outstanding example.
Prices did not go up inordinately. Investment increased, and spe-
cialty steel is now able to perform its economic function in this
country, without benefit of doctrine or broad philosophical ap-
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proaches to trade. All it needed was a few years of relaxation of
pressure.

Senator BrapLEy. Thank you very much.

Senator Heinz?

Senator HeiNz. Thank you, Mr. Chairman.

First I would like to ask that my opening statement be placed in
the record at the appropriate point.

Senator BrapLEY. Without objection, so ordered.

Senator Heinz. First, Mr. Chairman, I want to comphment you
on an absolutely outstandlng group of leadoff witnesses, on a very
far-reaching issue, one that I salute you for addressing, taking
what is a turbulent time and yet having the foresight and presence
of mind to direct our attention as colleagues to a matter of increas-
ingly vital importance. And I look forward to not only completing
today’s hearings but to the balance of the hearings that we are
going to have.

I listened with great interest to our witnesses this morning. 1
didn’t hear, unfortunately, Mr. Samuel testify, but I will carefully
read your testimony, Mr. Samuel. I know it will be good. And I
heard them identify a variety of problems. You, Mr. Chairman,
have touched on the question of how we should approach the issue
of our more mature industries, or, as Mr. Samuel said, you know,
do we really want to be nothing but a Nation of hamburger stands?
Notwithstanding the fact that I have nothing against hamburger
stands, the answer, to my mind, is no, we don’t want only to be
eating hamburgers.

I would like to address, if I have time, four issues that seem
particularly pertinent to me. One that has been mentioned both by
Mr. Hormats, by Mr. Malmgren, and perhaps others, is govern-
ment intervention, and there one of the issues I would like to touch
upon is the problem posed by nonmarket economies. We tend to
define most of them currently as Communist countries. That is a
restrictive definition, in my judgment, that appears in section 406.

Second, the question of international financing of exports, you
may be aware that we don’t really have an Export-Import Bank as
of today. It exists on paper, but it didn’t get any additional money;
it is out of money. It did not get either the absolutely necessary
additional fund to stay in business, as I recollect, but it also does
not have the additional funds necessary to show others that we, if
we had to, could play their concessionary game. :

Third, there is the question of what effect protectionism, particu-
larly that of the Europeans, has on world food supplies. My hunch
is that it is terribly destabilizing, not only difficult for our farmers,
but when the Europeans, by a variety of means, keep producers of
food out of their markets, it just makes it impossible for the LDC'’s,
particularly nonoil LDC’s, to ever get their economies oriented
toward being self sufficient.

And I see people nodding their heads in agreement. I hope the
record will show that.

Senator BRADLEY. Let the record so state.

Senator Heinz. Thank you, Mr. Chairman.

And finally, I hope we will be able to address in more detail the
issue of the overhang of Eurocurrencies, what that does to the
stability of the dollar and some other currencies. I hadn’t thought
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about that issue in a worldwide context, and the uncertainties that
must pose for price systems, and therefore investment, and off the
top of my head, no easy answers occur to me. It strikes me as
ironic that we have been through a period of time in which a lot of
people in the 1970’s have stressed the crisis of liquidity, and all of a
sudden we find ourselves with, in this sense, a certain kind of
liquidity that is more than what we ever wanted to have, and then
some, recognizing that there is a dichotomy between LDC non-
OPEC oil liquidity, and OECD liquidity situations.

Perhaps there is a way of dealing with this issue through some
more unique financial transactions. Substitution accounts may pose
something of an answer in this area. I am not sure.

I would like to take the remaining amount of my time, having
reacted, in a sense, to what you gentlemen have posed to the
committee so far, to talk for the moment about the issue of non-
market economies. I believe that all the comments that dealt with
the issue of distorting investment patterns, distorting trade pat-
terns do run contrary to a strict application of the law of compara-
tive advantage. But that works very strongly against us.

And the area where I see us coming into even greater conflict
with the world is not just with the Communist countries and
China, the People’s Republic, but the mixed economies of the non-
OPEC LDC'’s, and I was wondering if I might ask what each of you
in turn thinks we ought to do about this issue. I guess you had
better keep your comments fairly brief. As you know, I have intro-
duced, along with Senator Roth, legislation amending section 406.
S. 1966 is the legislation in question. I would be interested in either
your general or specific thoughts on that.

May I ask, going from left to right, Mr. Malmgren, why don’t you
start off, and we will work our way down.

Mr. MatMGreN. I haven’t looked at the particular bill, but the
issue of state enterprises as well as nonmarket economies is impor-
tant. And state enterprises can be found not only in developing
countries but, for example, in Europe, many of the basic firms in
the basic industries are now owned by state holding companies. We
do have different treatment in the dumping laws, as you know, for
such enterprises. But there are continuing problems of how quite
to deal with this area. When I was in the Government I did
recommend that there be separate ground rules brought up gradu-
ally over time for the nonmarket systems or the state enterprises. 1
think in the MTN that was not taken up, but it is to me an issue in
the 1980’s that should be discussed internationally, and it will be
raised, for example, if China decides it wants to come in because it
will change drastically the ballgame in the GATT.

Now, China can enter tomorrow morning if it wants to because it
does have residual membership in the GATT.

Senator HEinz. Would you suggest this is a matter on which the
committee should place moderate urgency, a great deal of urgency,

no urgency?

Mr. MALMGREN. Moderate because it isn’t going to change dra-
matically the trade pattern tomorrow morning, but in the 1980’s it
is an important issue, and I think that—you have been working on
this for a couple of years now—I think in the normal course of
events you should keep working on it.
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As I say, I haven’t read specifically——

Senator HeiNz. For how long? Until we get something done?

Mr. MALMGREN. In the next session of Congress is the time when
this begins to get ripe for public discussion, and it is an important
issue and will be increasingly so. It does come up even now in the
case of industries like steel, which you are interested in, where the
steel problems in the U.S. industry are greatly aggravated by
market distortions caused by heavy intervention of governments in
their steel industries pushing their problems out into the world
market, particularly from Europe.

Senator HEINz. Professor Branson?

Mr. Branson. I will try to be brief. .

I think the problems of dealing with nonmarket economies are
pretty obvious, and I would agree with most of what Hal Malmgren
has just said. I think the one proviso I would like to add, though, is
there should not be a presumption that simply because an economy
is a nonmarket economy that it is going to somehow be behaving
disruptively or developing along the wrong kinds of lines as far as
world trade patterns go.

I think effectively the directors of most smart nonmarket econo-
mies are trying approximately to reproduce the kind of industrial
structure that they would have if they were market economies. It
is just that they don’t like to use the market mechanism to do it.

So I don’t think one should presume that they are somehow
going to be getting it wrong or doing harm to the international
trade structure.

There is, of course, the problem of figuring out how to price their
output fairly.

Senator HEINz. Let me take you up on that assertion, because if
they are trying to copy—if one nonmarket country is trying to copy
another and they want a steel mill, and they are paying the right
price from, for all I know, U.S. steel engineers to build the steel
mill, in fact, if enough countries do that, you get the world dra-
matically overinvested in steel and underinvested in producing
food. Steel we are willing to sell them. Food, there is a limit to
what we can all produce, and you have people who have got won-
derful office buildings but nothing to eat. I mean, I have to chal-
lenge your assertion that because a centralized economy goes about
imitating what market economies do, that it doesn’t have an aggre-
gate effect. It has a very serious aggregate effect.

Mr. Branson. Well, I think my point is not that they imitate the
particular structure of some particular market economy, but the
way they would decide on what industries to go into is by using the
signals that are given by the world prices of goods and of factors of
production.

Senator Heinz. Like we did with Chrysler.

Mr. BrRansoN. We make mistakes; they make mistakes. I think
‘the initial presumption that somehow nonmarket economies create
trouble is the presumption that they are going persistently to make
some particular pattern of mistakes, and I don’t see any reason to
think that. The world oil refinery businesses has built into overca-
pacity, and this is not a problem necessarily of nonmarket econo-
mies. A smart nonmarket economy won’t overbuild in steel.
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Senator Heinz. The only reason I get concerned about nonmar-
ket economies is that a lot of market economies are a big problem,
you know, France and Great Britain, to name two in the steel
industry.

Mr. BRaNSON. Sure.

Senator HeiNz. But Great Britain, last I looked, was subsidizing
it to the tune of $1 billion a year. They are a market economy. You
know, it is not that I am worried about nonmarket economies
exclusively. It is just that they are likely to be just as bad as
market economies.

I am embarrassed, Mr. Hormats, Mr. Samuel. I have got to go
over and vote, and I will give you a choice. You can either
answer—you can reply to my question with nobody here, or you
can wait.

What would you prefer to do?

Ambassador HorMATS. I think we will wait.

Senator HeiNz. The hearing is recessed until the next Senator
shows up.

[A brief recess was taken.]

Senator BRADLEY. I won’t ask you to continue now with your
answer to Senator Heinz so that when he gets back we can hear
your response.

What I would like to know is how to get back to this idea of
whether governments should be involved, and if so, how, in trying
to allocate capital from less to more productive industries, and
away from speculative investments to longer term investments.
Also how could we go about doing that so that we get the right
level of R. & D. and we don’t lose the benefit of what little capital
there is around.

So my question to you is what role do you see for Government in
facilitating the increased productivity within sectors and among
sectors?

Mr. SaAmuEL. I'll take the first crack at it, Senator. Everybody
else is shy. There is one point I would like to make, I think,
because what you are asking, of course, is a very basic question
which is now under much discussion under various names—rein-
dustrialization, national industrial policy and so forth. What
should the role of Government be in respect to the Nation’s ability
to compete in the world market? It seems to me that the key; and
there are a number of questions that come to mind—but the key
question and the key issue that should be resolved is that this must
be, as you suggest in your question, a sectoral responsibility. It
seems to me that every industry is going to demand or call for a
somewhat different answer than another industry, and that possi-
bly the right road is one on which we are already embarked, that
is, with the Tripartite Steel Committee, which is set up under the
original Solomon plan for the steel industry, and now the adminis-
tration is in the first stages of setting up the Tripartite Automobile
Industry Committee involving labor, management and Govern-
ment.

It seems to me through this kind of an institutional framework
we can look at each industry in turn, make basic decisions as to
what is needed to maintain its competitive position, long term,
short term, avoid doing things which would be misdirected or
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would cause windfalls and which would really be directed at the
specific problem faced by that particular industry.

Senator BRADLEY. But the idea that I expressed, that Govern-
ment should be involved in trying to reallocate capital from less
productive to more productive industries, and from speculative to
longer term investment is one you accept?

Mr. SAMUEL. My guess is you probably would end up with a
Government decision, would end up in a reallocation of capital. 1
wouldn’t like to suggest now which we will find to be industries
less worthy of capital or not. It is possible it could happen, yes.

Ambassador Hormats. I would like to take a slightly different
view. The Government has not, over the last several decades,
proved itself particularly adept at picking winners, either in this
country or any other country that I can name off the top of my
head. In fact, given the political system in which democracies
operate, the likelihood is that if the Government does have the
authority and the mechanisms to allocate capital, it is going to do
so in the sectors which are politically potent. Whether or not they
are winners in the longrun or competitive in the longrun will, I
think, given the political system we operate in, be a secondary
consideration. And therefore I would have, just speaking very per-
sonally now, have major reservations: One, whether the Govern-
ment should do this: Two, whether, if the Government were to
have the power to do it, it would get at the problem you are trying
to address, which is moving capital into industries which are going
to be winners, which are going to be the high technology growth
industries of the future.

It strikes me that the better way of doing this is to address the
problem in a more generalized way with improved treatment for
R. & D. and for investment, and then I think you might get some
industries which benefit unduly from it, but I think over the long
run that will lead to a shift in benefits to industries which are
investing more, which are doing more R. & D., and I think that
will over time lead to the sort of shift in productivity that you are
seeking.

Mr. Branson. I think I would like to agree with most of what
was just said. It seems to me that the capital markets will allocate
capital to its most productive uses probably better than a Govern-
ment committee or even a tripartite committee. It seems to me
that the problem is: One, to remove pieces of the tax structure that
impede investment or that reduce prospective returns: Two, to
stabilize the economic environment in which firms are investing.
Once one does that, I think you will see an increase in the total
level of investment and it will flow to the most productive uses.

Beyond that, I don’t see the likelihood that we could do well by
trying to involve the Government in allocating amongst sectors.

Senator BrapLEy. In your judgment, do firms maximize their
profits? _

Mr. BransoN. On average, they come pretty close, yes. Some
firms do badly, but I think if you look at——

Senator BrapLEY. Do you think that is a structural problem?

Mr. BranNsoN. That some firms make mistakes?

Senator BrRapLEY. No, that some firms do badly. Specifically I am
referring to these industries that we have come to regard as trou-
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bled industries, where because of the incentives to management in
our present system, there is a tendency to make short-term invest-
ment and to reinvest in your, ones own industry, even though it is
declining in productivity growth, rather than putting that invest-
ment into a more productive industry. If so, it seems, one solution
would be to foster larger, more diversified firms, firms with more
ability to move their retained earnings from one subsidiary to
another subsidiary, from a less productive industry to a more pro-
ductive industry. Might that be a way we could address this
problem?

Mr. Branson. I think yes on that point. I think it would be
worth looking carefully at the tax and antitrust codes and treat-
ments to see where the flow of capital between industries is imped-
ed and to remove those barriers. But the point is to try to make the
market allocation mechanism work better than to try and substi-
tute for it.

Mr. MaLMGREN. Well, Senator Bradley, what does happen now is
that in some of these troubled sectors, we are seeing diversification
of some of the big companies. It is a well known fact in the market
that U.S. Steel makes profits in its nonsteel operations and makes
losses in steel, and it has been diversifying quite a bit. The most
successful firm in terms of adapting in the steel industry was
Armco, which has completely changed its character in the last 15
years. It is now a trader and it is in many other industries as well,
an importer and exporter.

So within those sectors there is, in any event, a natural transfor-
mation, but that doesn’t take care of the job problem or the mod-
ernization problem of that sector. Overall in the economy you have
one set of problems, and then we have a problem with the troubled
sectors. In the general area, it is quite obvious that we have to do
something about capital formation, but also something about such
areas as speculative activity. You raised that.

But that pretty much can be dealt with, as Mr. Volcker has been
doing, by focusing on lending for speculative purposes and I think
probably a little bit more attention to the regulation of commodity
markets which is pretty loose.

But setting that aside, let’s look at the troubled sectors. There is
a problem among the firms, how do you allocate assistance? Do you
try to pick a firm and say that one we are going to help and this
one we won't? Capital will normally flow to those who are making
profits and are adapting. If you want to save AMC, Chrysler or
Ford relative to GM, it is not so easy to say, well, we will favor
those three against GM, which is what it amounts to. It is a very
tricky question. But all three of those companies are in trouble,
and only GM is really strong right now.

We have had this problem in public policy. In other countries
such as, for example, in France, the government and the banks
talk it over, and then there is a conscious decision to have the
banks lend money to the weaker firms.

In France, and in Japan, the banks are also expected at that
point to put new people into management whom they choose, and
then the capital budgeting and strategic planning of those compa-
nies is reviewed by the banks, and it is changed. They are simply
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told, you will no longer do what you were doing because that didn’t
work. You have to do something new.

Now, we don’t have a mechanism for public-private interaction of
that type. But——

Senator BRADLEY. Are you suggesting that we should?

Mr. MALMGREN. Yes. I think in my testimony I said between
bankruptcy and letting the market run, we have nothing inter-
mediate.

Senator BrabpLEY. I know that, but——

Mr. MALMGREN. I myself find that if firms come in for help, not
only for trade reasons but regulatory relief in the environmental
field, tax relief, or something else, there might be a category that
firms get into called troubled industry or troubled enterprise,
which is short of bankruptcy. When you are in that category, you
get some relief, but you also get something else called oversight,
and that oversight might very well be a combination of one of
these tripartite committees and a group of the financial institu-
tions that are helping bail out the operation who are expected to
get involved in management and who will oversee change. Prefer-
ably they are taking a stake in the whole thing, and particularly if
you are giving any form of official relief, it is desirable that you
ask the people who are in the lending business to get involved with
what is happening.

Senator BRADLEY. And you would see this as a Government body?

Mr. MALMGREN. Mr. Rohatyn prefers that type of approach. I am
reluctant to see a Government body do this fully because Govern-
ment people are not very well placed to get inside the capital
budgeting process of a company and say this make sense, this
doesn’t make sense, your management methods are bad. But I—

Senator BrabLEy. Well, now, Mr. Malmgren, if you were on that
board, I would have no problem with the Government people who
were analyzing the company.

Mr. MALMGREN. I spent a lot of years in Government, and I have
sat handholding with many company people, and now I do it from
the other point of view, and I am an advisor to many of them. And
what I am worried about is to get right some of these international
problems, you really have to change the way of thinking of man-
agement in many areas.

Quite often the problem arose because the company people didn’t
see the problem coming and they should have. They didn’t have
any planning and they had poor capital budgeting. They kept doing
what they were doing, and they were overwhelmed.

From a public policy point of view, you have got several issues to
cover: The consumer interests, taxpayers interests, especially the
labor interest, which is not going to be watched over unless——

Senator BRADLEY. Well, see, the idea of indicating how the mar-
ketplace should function I agree with, but I wish someone would
tell me how we can successfully, disinvest particularly, in indus-
tries where there are serious problems. Everyone talks about the
high rate of Japanese investment in sunshine industries and disin-
vestment in sunset industries. But what they don’t talk about is
Japanese lifetime employment or payment to workers on the basis
of seniority with incentive bonuses at the end of the year. These
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practices facilitate the disinvestment and adjustment process. They
give everyone a stake in increasing production and competiveness.

So what I want to ask is do you think our adjustment policies are
woefully outdated? Do you think we should be emphasizing much
more training skills? Do you think there should be a bigger role for
workers in the companies? Do you think we should have unions or
no unions? Mr. Samuel, you don’t have to answer that.

Mr. MALMGREN. Well, just to be brief, I think these tripartite
approaches, as Mr. Samuel said, this sectoral approach is a good
new development to walk through with all the parties concerned
what is at stake. We don’t do much on training, as a Government, I
mean, really nothing at all to be quite honest. We have not
thought through who should do the training and for what purpose.
We are not very good at picking things like that.

We do need rethinking about disinvestment, or, let’s say, rear-
rangement of industries’ interests. One thing that does happen
quite often is that when you put up trade protection people do in
that time get themselves out of the industry and leave the workers
hanging. So it is a very complicated problem, how to do that with
the best overall perspective.

We do need a lot of rethinking, but there is a debate going on in
this country now in many quarters on this subject of industrial
policy. As a warning, let me say that I have sat in on many
different committees, and I find no consensus. They are all over the
map and back. It is a very early stage of thinking, and these
hearings, that you have called are very timely, and involve investi-
gation of vital problems of our time.

Ambassador HormATs. Could 1 just make a couple of points in
response to that?

One, I think there is certainly a need for more anticipatory
training, and we do have somewhat of a sense as to what directions
overall industries are moving in over a period of time. Sometimes
we are wrong, sometimes we are right as a Government, but we
ought to be doing a lot more training.

Now, people criticize a lot of these training programs because
they are very expensive in terms of start-up costs. Once they get
going, they can do reasonably well, if you know the right industries
tg train people for, and the Government has not been perfect at
that.

Second, a lot more effort is needed, I think, to focus not so much
on the aggregate problems of disinvestment, but the local problems,
which is really where the difficulties lie.

Senator BRaDLEY. Might another way of saying what you have
just said be that instead of focusing on institutions, we should focus
on individuals?

Ambassador HorMATS. Individuals and localities, yes.

Senator BRADLEY. So that the idea is not to save Chrysler but to
take care of the Chrysler workers and the communities in which
they live.

Ambassador HormATs. Let’s take Mahwah, which is a good case
in point, where you do get a firm closing, and this leads—without
looking at the overall industry you say here is a particular plant
which is being closed by whatever industry it happens to be. What
can you do to retrain people there? Are there industries in the area
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that people could go to? And take a look at it in a more disaggre-
gated way.

There is a group that works now, that the Department of Labor,
Department of Commerce, and USTR participate in which takes a
look at localities that are impacted by steel plant closings, and my
impression is that it has been a fairly effective group, and it works
with the unions and it works with the companies, and they meet
every month or so to identify plant closings, how the locality is
dealing with it, and to focus a lot of particular Government pro-
grams on that locality. And that I think is one way of doing it
which avoids the overall aggregation problem which I think gets
you into difficulty.

The third point I would make, Japan is looked at as sort of the
paragon of adjustment. It is for two reasons. One, because adjust-
ment has been relatively easy inasmuch as their economy has
grown so rapidly, there are new jobs being created for people who
are out of old jobs. And second, the Japanese worker has a sense of
security, and therefore is more willing to allow new productivity to
go into place because he doesn’t feel his job is threatened by new
productive investment, including the robotics.

So Japan is an interesting but perhaps not completely relevant
model for the United States, although the worker security and the
movement of capital and labor into more highly productive indus-
tries I think is something that we ought to take note of. If our
economy begins to grow again in terms of increased productivity
and increased R. & D. and increased investment, then I suspect at
least a portion of the overall adjustment problem that you are
talking about will be dealt with, not all of it, but a portion of it.

Mr. BransoN. I would like to pick up on the hint you dropped
about workers involved in management. It seems to-me that that
would be a way to make sure that the labor interest is met in a
case of disinvestment. If we had a system of more workers involved
with management, but not necessarily Government subsidization of
capital, then you might find at least that everybody involved in the
difficulty of adjustment has the feeling that their interest is being
looked after as well as it can be, given that there is a difficult
problem.

Senator BRaDLEY. Senator Danforth?

Senator DANFORTH. One of the points that is made in Ezra
Vogel’s book “Japan Is Number One” is the ability of the Japanese
to form a consensus, a truly national policy as to how they become
more competitive and more modern, and the consensus is made up
of business, labor, and Government.

I am concerned that we have a difficult time in doing just that,
and let me give you an immediate example.

Here we are today talking about certainly a major issue for the
future of this country. I don’t think there is any doubt about that,
American trade policy, America’s ability to do business abroad.
And yet during this hearing we have been interrupted not once or
twice but three times, four times—the first was on a motion to
instruct the Sergeant at Arms, but three times on the subject of

“the Zimmerman nomination for the NLRB, and we had to get up,
leave the meeting, go over to the floor of the Senate, and cast a
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vote, three votes on the question of an appointment to the National
Labor Relations Board.

Now, that is a matter which is of intense interest to management
and labor and it is a battle, and so many times the floor of the U.S.
Senate, since I have been here, has been converted into a battle-
ground between labor and management on subjects such as the
Zimmerman nomination, the Lubbers nomination, you name it,
and instead of being able to address our attention to the matter of
the economic future of this country, we end up rushing over to the
floor of the Senate to vote on this kind of subject.

How is a consensus formed? It seems to me that a consensus is
formed by discussion, by raising the visibility of the subject, by
getting the American people to talk about it. If there was ever a
case for a national debate or national discussion on an issue of
major importance, it should be in an election year, and yet what is
going to be the major issue in the political campaign ahead? Some-
thing called Billygate.

Senator BRADLEY. Maybe.

Senator DANFORTH. Now, maybe I am wrong, and Mr. Samuel,
maybe you would be the best person to answer this. It would seem
to me that if representatives of business, of labor, of government
were to get in one room for a few days, and the subJec’c of discus-
sion would be what can we do tv regain our competitive position
and to rebuild our industrial capacity, and create jobs for the
American people and job security and a better standard of living
for them, and we are going to talk about what we agree about, not
what we disagree about, and when we come to points of disagree-
ment we are just going to lay them aside, and we are going to try
to figure out how far we can get in reaching a consensus.

I would imagine that the same thing would happen at that
meeting as happened at the meeting at Harvard last April, jointly
sponsored by this subcommittee of the Finance Committee, by Har-
vard University, and by the New York Stock Exchange, which was
a broad consensus shared by business people, by labor people, by
government people who were present, that we have to get the show
on the road, and that getting the show on the road means that we
are going to have to do more with respect to research and develop-
ment, that we are going to have to do more with respect to new
plant and equipment, that we have to take another look at extra-
territorial enforcement of antitrust laws and the like.

And so my question to you is, do you have any suggestion for us
as to how we can build a national consensus which includes busi-
ness and labor and government, and how we can develop a format
for determining wherein we agree?

And I would like you to kick it off, Mr. Samuel, if you would.

Mr. SamuUEL. Well, thank you for the honor, Senator. Your very
eloquent remarks are very difficult to reply to. As we have built
this country, one of the pillars of our strength has been something
we have taken great pride in. That is the adversarial system, and
nowhere has this I think been more productive than in labor-
management relationships.

We, over the years, I think have produced the kind of industrial
relations system in this country that we have, which is to a certain
extent the wonder of the world and the envy of much of the world
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because it has been based on an honest adversarial system. And to
turn that around quickly or suddenly is, first of all, I don’t think
totally desirable, and secondly, going to be very difficult to do.

I don’t think you are really suggesting that. Nevertheless, we are
going to get mixed up with that, our feet are going to get mixed up
a little bit in that, and I might suggest to you that meeting in
April, which unfortunately I couldn’t attend, but someone from my
office did and came back and did not come back with quite the
glowing report of consensus that you did. There were real differ-
ences that surfaced, and I think we have got to be sensitive to the
fact that different elements in the community do regard our prob-
lems through different eyes, and certainly think that the remedies
might differ between us.

I mentioned, I think while you were absent voting, the fact that
one good sign, I felt, was the existence and the beginning develop-
ment of the tripartite committee system. I mentioned that the
Tripartite Steel Committee has been in existence for I think not
quite 2 years, the Automobile Committee is about to get off the
ground. There have been a couple of others which were in exist-
ence before that, although not well known, one in the construction
industry, and the Coal Commission represented a tripartite ap-
proach to the problems of that particular industry.

And it seems to me that may be the beginnings of a system
whereby retaining the best elements of the adversarial system,
nevertheless we could bring the various parties together to look at
our problems on a sectoral basis, which I think is important be-
cause I think it.is on a sectoral basis that we will find answers
whifgh are useful and really answer the particular problems that
we face.

Ambassador HormATs. Just a couple of points. I think Howard
Samuel put it very well. The tradition in this country differs con-
siderably from that of Europe and Japan. We, as early as our
Constitution, had a very clear line drawn between the government
-and the private sector. Europe and Japan really don’t have a very
clear line. As a result, there are frequent times in which the
government and the private sector are almost interchangeable, act
as one frequently. So it is hard to overcome certain of these
distinctions. .

I think there are two types of approaches which we might think
about. One is the general problem of making people recognize that
there is a problem, and I think this is where education begins.-
There is still a feeling in this country today that you can achieve
all your objectives all at once, that you can spend a lot for a lot of
different things and you will do it without getting a high rate of
inflation. The government somehow or the economy somehow can
deliver a whole multitude of objectives almost simultaneously.

We are beginning to realize now that we can’t, we have got to
prioritize, and our economy has not, and our system has not proved
terribly adept at prioritizing. Energy, for instance, is a major prior-
ity, and yet we still have lots of programs in the environmental
and other areas which compromise energy priority. I am not criti-
cizing. I am simply saying it is very hard to set these priorities.

Similarly, anti-inflation objectives are very high priority, yet
very frequently things are done which compromise that priority,
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not that their motivations are evil, it is just simply that they are
done because there are lots of other objectives that move people in
different directions.

So we are not really good unless we are hit over the head with a
problem, war or a major crisis, at setting the major priorities and
developing programs which are focused in a laser type way on
achieving those priorities.

So it seems to me, one, we need to articulate the problem of our
economy more effectively and more broadly than we have been
able to do, and this is a problem executive branch, legislature,
business, labor, everyone has to work toward.

The second, I think, is to begin to look at particular sectors. Now,
I am very cautious about this, but it seems to me that there have
been interesting starts in the areas of steel and autos and shoes,
some other issues. I am not as convinced that this is going to lead
to major improvements, but it seems to me that there are indus-
tries which have particular problems in the financial, environmen-
tal, other regulatory areas, and there is some utility in getting
business and labor and government together to look at those.

But I would say the major priority is to begin to articulate a set
of objectives and goals which have the general consensus behind
them and work on that basis because I think unless we do things
such as get our energy house in order and get our rate of inflation
down, improve investment and productivity, then a lot of other
things we want to do in the long run in the area of improved
human well being, environmental well being we simply won’t have
the resources to do. And I think that this committee in holding
these hearings, following them up as it is going to, can really begin
the effort to set those sorts of priorities.

Mr. BRANSON. Senator, just let me say that I think that when
representatives of government, organized labor, and big business
come out of that room, Ralph Nader should sue them immediately.
You forgot to bring the consumers, the people, as it is, into the
negotiations.

Senator DANFoORTH. The people’s interests and Ralph Nader are
two different things, in my point of view, despite the fact that he is
a son of old Nassau.

Mr. MALMGREN. We tried, Senator, with the 1974 Trade Act, the
1979 Trade Act with this committee to put together a consensus-
building system in trade policy, and in fact, when I was in charge
in the Executive of drafting the 1974 act, working in this commit-
tee, we spent a lot of time with the advisory committees which
involved labor and industry and consumer interests and other
people, and that advisory process I think probably had a good
effect, together with working with the congressional staff. The
Congress was able to deal with that legislation and the Geneva
negotiations that wound up last year without an enormous amount
of controversy, even though there were a lot of disputes about
specific issues, as you were involved yourself.

But the overall thrust of the country was ascertainable through
that advisory process. The way you were able to vote the 1979
Trade Act out with a very strong vote in a controversial area
shows that you can make consensus in an area which is so heavily
lobbied and so delicate as is trade policy.
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Now we need to think more about how to do this in other areas
so that we pull together as a Nation, and the sectoral approach
that has been discussed is the right way to go about these troubled
sectors. It isn't going to give us an answer for picking winners
because that is an even tougher subject, What are the new indus-
tries? I think the market is going to have to do that.

But what we have not been doing, in recent years is focusing on
how to build consensus. To me we have had too much of an adver-
sary process and not enough of how we work together to get
ourselves back up to speed and to take the lead once again. We
need more teamwork. You can’t play basketball by arguing all day
about who is going to do which thing, and at this point we are
going to lose a lot of games if we don’t pull together.

So I think I agree with your sentiment, and we have devices, but
they can be different types of devices. I will give you an example
that goes back even further. The Labor-Management Textile Advi-
sory Committee in the textile field. When that was used well, the
Government was able to talk to both labor and management and
get a reasonable trade policy while domestic restructuring was
taking place at home. It has been sloppy some years and strong
other years, but I worked with it for several years in the sixties
and it was quite successful at times, and our textile industry did
modernize itself.

Senator BRADLEY. Let me interrupt to say that we do want to
hear from Professor Gilpin, and time is very short I want to thank
all of you for giving us your time this afternoon, and particularly
your written statements. I found them outstanding, as I have found
Professor Gilpin’s statements.

We are anxious to hear from him.

Again 1 want to thank the panel and ask Professor Gilpin if he
could come up at this time.

You might summarize your statement about the two views of the
world and then we can get to questions if you would like.

STATEMENT OF PROF. ROBERT G. GILPIN, JR., EISENHOWER
PROFESSOR OF INTERNATIONAL AFFAIRS, WOODROW
WILSON SCHOOL OF PUBLIC AND INTERNATIONAL AFFAIRS,
PRINCETON UNIVERSITY

Mr. GiLpIN. I will pass over my statement. In my paper I made
the point that while there was a general consensus that something
was wrong with the world economy, there was a disagreement with
respect to what had gone wrong, and that there were two basic
views, what I call the conjunctural view and the structural view.

Senator DANFORTH. Could you speak a little louder, please?

Mr. GirpIN. The first position holds that we have made a lot of
mistakes, and that things will get back to a normal growth path if
we pursue the policies of the past.

The other position is that we have a structural problem of some
kind. The panel this afternoon has reflected this view that a
number of major changes have taken place in the world economy
and the American economy’s place in it, and that the old policies
won’t work. One point that was made was the fact that the position
of the American economy has changed due to new competition and
the rise of the so-called NIC’s—underdeveloped countries which are
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industrializing. Yet one must appreciate that the American econo-
my is still the most powerful economy in the world and still has a
lot of leverage which it can use.

The second major change is that the energy crisis has brought
about some major shifts; for example, liquidity problems and the
dependence of the United States for the first time, on the world
economy. And yet the United States, with respect to its competi-
tors, is a much more self-sufficient entity.

The third problem which has been emphasized, I think, certainly
by Professor Branson, is that the world is now more uncertain.
This greater uncertainty is due to inflation (what will it be?) due to
the price of energy, (what will it be?) due to political instability
around the world (what will be the next Iran?). This uncertainty
has had a depressing effect on long-term investment and of course
on long-term growth, and of course on long-term trade.

So the world is a much more uncertain world and we probably
will never go back to the certain world that we had in the 1960’s.
And what do we do about it? What does the world look like? I
would just like to make several points.

One is that I don’t think we will go back to the relatively free
trade of the 1960’s, but I don’t think we are going to go way back to
the type of protectionism that we had in the 1930’s. I think that we
don’t have to have one or the other. It is going to be much more of
a negotiated system of trade shares and so forth. The French have
a term for it, organized free trade. It is a lovely term, and I think it
is probably going to be something of that nature rather than either
the protectionism that some people fear or the free trade that some
people would like to go back to.

I think the other thing I want to emphasize is that while the
developing countries, or rather the industrialized developing coun-
tries, do present a challenge, they also present a new market. The
Europeans and Japanese are much more sensitive than we appear
to be to the markets that will be opening up in the so-called Third
World. Certainly the Germans feel that their future growth pros-
pects with respect to trade will be in those areas and have tied
;heir foreign aid policies much more to their trade policies than we

ave.

Therefore, although there will be a problem of increasing compe-
tition, there also is the question of future markets. The United
States shouldn’t take the position it can no longer compete. Actual-
ly, the goods that we do have to trade, for example, capital goods,
as Professor Branson pointed out, are precisely the goods that
these countries need if they are going to industrialize.

The other question, I think, that arises is whether we want to
create an American, Incorporated to compete against Japan, Incor-
porated. One senses that this is in the air today, that is, the issue
of the role of government intervention in the economy. I think we
would make a terrible mistake. I think we would end up creating a
United Kingdom, Incorporated rather than a Japan, Incorporated.
I think the free market, if it is allowed to operate, is much better
at making capital allocations than government bureaucrats.

The government does have a role with respect to the basic re-
search end of the spectrum. When you get over into the commer-
cial sector, government, especially those so-called nationalized in-
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dustries in other countries, have not been very good at making the
right. investment decisions in many cases. Sometime they have;
sometimes they haven’t.

For these reasons I don’t think we ought to move very far into
this U.S.A., Incorporated. If you look at Japan and West Germany
and why they succeeded, I think they succeeded because they made
heavy investments in skilled labor; they have made heavy invest-
ments in their own economy and very little foreign investment.
They have relied upon the free market, and they also have had a
peculiar relationship between industry, government, and banks in
those countries. The basic investment decisions have been made
much more by banks rather than by government and the govern-
ment sector. Whether we can move in that direction, as I think Mr.
Malmgren has suggested, I don’t know, but maybe there are rea-
sons to have new types of institutional structures in the United
States.

But certainly I think we should be very careful about moving
very far in the direction of having commercial decisions and capital
allocation decisions made in Washington.

Another area I would like to stress which has not been stressed
by the other members of the panel, and I stress it because it was
one of the questions that was given to us by you—and I must say
the questions are excellent. I am glad I do not have the opportunity
to have to answer them—this is the whole question of economic
sanctions. ‘ :

I do think we have made a serious mistake using economi
sanctions as a political weapon. I think that it has hurt us more
than it has hurt other countries. It has of course hurt other coun-
tries, but I think it has also hurt us. The reason why it has hurt us
is because at the same time we are trying to increase our trade we
are giving the impression to other countries that we are an unreli-
able trading partner. This is forcing a number of countries to try to
divert their trade from the United States because they do not want
to be put in the position of being dependent upon an unreliable
United States.

Mr. Malmgren has already made this point when he said that
the freezing of Iranian assets by the U.S. Government was prob-
ably in the longer term detrimental to the American position.

I think, therefore, if we are going to be more successful in trade
in the world, we have to decouple trade much more than we have
from our foreign policy and must try to, be much more open to the
fact that the United States must trade if it is to import energy and
solve its other international problems.

Thank you.

Senator BRaDLEY. Thank you very much, Professor Gilpin.

One of the things that intrigued me in your statement was you
seem to think that the bedrock of improving our economic circum-
stance is increasing research and development expenditures.

Is that correct?

Mr. GiLpIN. Yes; if you look at the raw figures, the United States
has expended a great deal more in R. & D. than other countries.
On the other hand, if you look at the way that has broken down we
have been putting much more into atomic energy, space and the
military relative to the expenditures, for example, of the West
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Germans, who put much more in civilian-related industrial
technology.

Fortunately there has been a comeback with respect to American
R. & D. expenditures in this country, and I think this change will
pay off in the long term.

One of the problems, though, at the present time is that given
the uncertainty, industry is very reluctant to put funds into long
term investments. So you are caught in a vicious cycle. How we get
out of it will be a problem until the basic uncertainty caused by
energy, inflation and so forth is resolved.

I would like to talk about this whole question of consensus. I
have two views on the need for a consensus. If you look at the
consensus that developed with respect to the foreign trade policy
the United States at the end of the Second World War, it took a
long time for that consensus to develop, that is, to move toward an
open economy. The financial community, Wall Street, if you will,
moved toward this view that we are part of the world economy and
must have an open economy in the 1920’s. But, then, in 1930 you
had the Smoot-Hawley tariff and demands by labor and industry
for protection. In the 1930’s, you had the move of agriculture,
symbolized by Cordell Hull, that the U.S. agricultural community
had an interest in the world economy. Then, you had the move of
industry toward free trade. And, then, at the end of the Second
World War labor began to move in the same direction.

So the four major sectors of our economy—finance, agriculture,
industry, and labor—joined behind the so-called Bretton Woods
system of liberalized trade.

Now, lots of things have happened. Labor is departing from that
consensus. Certain important sectors of industry are departing.
Agriculture is still very strong behind free trade though they have
their problems with the restrictions of the European common agri-
cultural policy. The financial community is still very much behind
free trade. And I think that you cannot forge a new consensus
except through the type of debate that your committee is
encouraging.

But I would make a last comment about consensus, especially
when you bring up the problem, the point of view about the Japa-
nese consensus. It was also a Japanese consensus that took them
into war against the United States in 1941, and one of the reasons
they did so was because dissent had been suppressed.

I think that the strength of the United States is the fact that we
do have all these contending voices. But it does get frustrating, I
appreciate, and it will take a long time to sort out what will be the
new foreign economic policy of the United States in the future.

I think what I am trying to say is that consensus is good only if
it is the right consensus.

Senator BRADLEY. Getting back to my question on research and
development, there is an argument made that it is not just that we
haven’t had enough research and development, but that we haven’t
had enough process research and development in particular. We
have had a lot of basic research and development, though that has
declined somewhat in the 1970’s. But presently it is not so much
the decline in our basic research and development that hurts our

68-425 0—80——11
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productivity as it is the decline -in our process research and
development.

Do you have any ideas about how we could increase our process
R. & D.?

Mr. GieIiN. Well, I think that we are talking about a spectrum of
activities, which are basic research, done mainly in universities,
through developmental research, through process research that you
are talking about, through the whole question of actual commer-
cialization of a product.

Government, I think, has a role, a very effective role in financing
and supporting research and development as well as process re-
search up to the point of commercialization. Now, as you go from
one end of the spectrum to the other, from basic research to
commercialization, you also are going from costs of $1 to $10 to
$100 to $1,000 so that the basic end of the spectrum is relatively
cheap. When you get over to the commercial end of the spectrum,
it becomes very expensive.

One of the problems is that in many cases we are putting too
much money into commercializing technology before we really
have done enough of the basic research. I think it has been one of
the real strengths of the United States that in the past we have
tried to put more money into the basic and applied end before we
went into the commercial side of the thing.

France would be an example of a country which poured a lot of
money into commercial developments, most of which turned out to
be duds. Great Britain did the same thing.

So that, yes, I would agree with you, government has a role in
this type of basic, applied and process type research, but it should
shy away from getting into the commercialization side. We are
moving much more in that direction, of course, with the synfuel,
and I think there are some dangers in that direction.

Senator BRaDLEY. Did you read Mr. Malmgren’s testimony?

Mr. GiLpIN. That was not available to me.

Senator BRaADLEY. Were you aware of the facts he gave us on the
Eurocurrency market, the size of the market, commonly estimated
at a net of $650 billion, including interbank transfers, but his
source estimated it at a figure of $1.8 trillion.

Now, that size, whether it is the first or second figure, is trouble-
some for exchange rate policy, monetary policy, economic policy,
and as someone pointed out in the panel, that moves us much more
to a barter economy internationally.

Do you see that as—could that be not a disastrous direction in
which to head?

Mr. GipIN. There has been a lot of movement toward barter,
especially with respect to energy. I am not sure the—— '

Senator BrabpLEY. Do you see that as a positive direction or not?

Mr. GirrIN. Toward the barter economy? No, I think it would be
a very dangerous movement to move in that direction.

Senator BRADLEY. And why?

Mr. GirIN. Well, usually what is bartered is, in many cases, are
armaments, and locking up markets for a long time. It is a move-
ment toward a politicized world economy. I think what I am trying
to argue, for example, with respect to the whole question of eco-
nomic sanctions is that we should move away from a politicized
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world economy. The reasons for the bartering, of course, have to do
with the availability of hard currency to certain countries who are
able to make certain deals with respect to military arms in return
for oil, political influence, and that type of thing. Also, some of the
oil producers, worrying about the value of the dollar and accumu-
lating too many dollars prefer barter.

It is also associated with the whole question of too many dollars
out there floating around and not pinned down.

Senator BRADLEY. Senator Danforth, do you want to ask any
questions? I will come back.

Senator DANFORTH. Professor Gilpin, with respect to where in-
vestment decisions are made, 1 suppose there are various options,
direct grants, for example, by Government, or direct subsidies of
particular sectors of the market would be a very specific way of
influencing investment decisions.

This committee, in addition to having jurisdiction over trade
policy, also has jurisdiction over tax policy, and tax policy can or
cannot be used to try to influence investment decisions. For exam-
ple, this morning we had hearings on the question of should we
have a tax cut, what kind of a tax cut for 1981, and there are
various approaches to the corporate component of the tax cut. One
approach is rate reductions, corporate rate reductions on the
theory that corporate rate reductions are untargeted, apply equally
to service oriented businesses as well as capital intensive bus-
inesses, and permit all kinds of business people to just simply make
the decisions today with respect to what the future rate of return is
going to be after taxes.

That approach this year is, I would say, very much a minority
approach with respect to what kind of tax cut we are going to have.
More people are talking about accelerated depreciation. Some are
talking about increasing the investment credit. But those would be
more general approaches to targeting a tax cut to capital-intensive
businesses, in other words, skewing business decisions toward in-
vestment in new plant and equipment. The ultimate, of course,
would be tax shelters where the Congress, in effect says to the
private sector, you will receive a reward in the form of a tax break
if you—and then fill in the blank, you know, build tugboats or
apartment houses or whatever.

One of the things that we have been considering is a special tax
credit for business spending on research and development, which is
the way in which tax policy can be used to influence a certain kind
of activity.

So I was wondering to what extent your comments on market-
place investment decisions apply to the tax work of this committee
in fashioning some sort of tax cut for business.

Mr. GiLpIN. I should preface what I have to say, Senator, by
noting that I am not an economist. I do not have any real expertise
in this area. I would make a comment, for what it is worth, and
that is with respect to this whole question of making, as I under-
stand the question, specific tax cuts for particular purposes such as
increasing R. &. D, versus more general tax cuts, My impression
from what I have read is that a tax cut to encourage, for example,
greater investment in R. &. D, is not a very good route to that
objective because business is not making investment in R. &. D for
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market reasons or for long term questions of uncertainty. The
other problem is how do you police such a decision. I know other
countries such as the French and the British and some other
countries which have tried to do this have suddenly discovered that
the definition of R. &. D has expanded out into a great number of
areas where it never existed before in terms of company account-
ing. So it becomes very difficult to earmark, I think, taxes for such
a purpose.

I think if there is a reason for a tax cut, it should be general
reasons rather than to try to encourage industry to invest in
R. &. D. Industry will invest in R. &. D if it feels that there will be
a payoff of some kind. The tax cut is a necessary condition, if you
will, but it is not a sufficient condition to bring that about. That
really is a layman’s judgment.

Senator DANFORTH. And how about the more general question,
though, of conditioning a tax cut on a business decision to build a
new plant or to invest in new equipment, that is, depreciation as
opposed to a rate cut?

Mr. GiLpIN. Again, I really think I will have to pass on that,
Senator. I just don’t have the technical knowledge.

Senator DANFORTH. Let me just ask you, if you could, to elaborte
on the comment which you made rather quickly—it may be in
more depth in your statement. I haven’t had a chance to read it
yet—but that economic sanctions don’t work. We have tried them a
couple of times very recently, once with respect to Iran, once as a
response to the Soviet invasion of Afghanistan.

Your view is that this is counterproductive, doesn’t work and
tends to interrupt American markets.

Mr. GiLPIN. They do not work in the sense that they do not
achieve their purpose. They certainly impose costs. They impose
costs both on the target states, the Soviet Union and Iran; they
impose costs on the United States. But they do not achieve the
objective of getting the Soviet Union to move out of Afghanistan,
they have not achieved the objective of getting the hostages
released.

The tendency is for economic sanctions to produce in the sanc-
tioned country a rally around the flag syndrome. The Soviet Gov-
ernment can use the sanctions to strengthen their position with
respect to their own people. Khomeini has done the same thing in
Iran. There have been a number of other cases where we have used
economic sanctions over the years.

You can only impose economic sanctions if you have some sort of
market monopoly position. We do not have that anymore. We do
not have it in agriculture; we don’t have it in any area of technol-
ogy, really. We certainly can hurt.

There are reasons, for particular strategic embargoes. For exam-
ple, you may not want to sell the Soviet Union a particular com-
puter which will enhance their strategic capabilities. But it is a
different question to try to have a general embargo in order to
change the policy of a foreign country.

A colleague and I did a long study of this subject about 18
months ago and looked at all past cases of economic sanctions,
against Mussolini in 1936, against the Japanese in 1941, even going
back to the first economic sanctions of the United States against
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the British in the War of 1812. The history of sanctions shows that
they don’t work, that they are counterproductive and that other
measures are to be preferred in international politics.

I always try to make the point that for the United States, which
is trying to reestablish itself as a world trading country, it is
especially damning. A number of countries have sought to diversify
their trade away from the United States because they do not want
to be caught in the position of being dependent upon a capricious
American foreign policy. This is the point I brought it up in the
context of American trade policy.

Senator DaNFoRTH. Now, there are other reasons for denying
ial?s, for example, with respect to nuclear powerplants, or nuclear

uels.

Mr. GiLrIN. For strategic reasons, yes.

Senator DANFORTH. Is that a different issue?

Mr. GiLpiN. I think it is quite different, yes.

Senator DaNFoORTH. The argument that can be made on the other
silde is well, if they don’t get it from us, they get it from somebody
else.

Mr. GiLpIN. That is frequently made, and sometimes it is the
case. But to say that economic sanctions don’t work is not to argue
that one should sell a hydrogen bomb to Qaddafi. There are cases
where you would want to have strategic embargoes ranging from
weapons to the capacity to produce a particular type of weapon.
That would have to be on a case-by-case basis, but I am talking
about general embargoes to achieve political goals which is the
case in the recent policies of the United States.

Senator BrADLEY. Professor Gilpin, applying your analysis of,
say, the past 50 years, to events today and considering the thought
that the 1980’s will be the decade not of nuclear war but of invest-
ment wars, what factors are pushing countries into investment
wars or economic wars, wars that result in a net loss for all
parties?

In a world as interdependent as today, how can any country
engage in protective policies, thinking that they would benefit?

Mr. GiLPIN. Well, they might benefit in the short term. I think in
the long term they will not benefit.

There will indeed be these problems of investment wars, if you
want to call it that, but I think it is really much too strong a term.
I don’t see us moving into that sort of world of economic conflict,
whether it is straight conflict or investment conflict. There are
possible sequences one could imagine, for example, with respect to
demands for energy, the population explosion, and so forth, but I
don’t subscribe to the view of a recent author who said that we are
moving out of geopolitics into ecopolitics and that the economic
struggle among nations will determine their fate. I don’t think we
have moved out of the era when the basic fate of nations is deter-
mined much more by military power and the political factors
rather than how well one does in trade and investment. They are
very important, but I don’t think we have somehow moved into a
different world than it has been in the past.

What has happened is that we as a country have become much
more dependent upon the world’s trading system. We Americans
have discovered the world economy. Other nations knew it was
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there a long time ago because they had to trade to import. For the
first time we have to trade to import, and that is one of the great
changes. We have become functionally a much more open economy,
even though the foreign sector is down to around 7 to 10 percent of
our economy. But we have to import energy and other raw materi-
als or suffer a major decline in our standard of living. I don’t think
our survival is at stake.

Senator BrabrLiy. I know you have argued that we should keep
government and business separate, we should let the economic
sector make its own investment judgments and not cloud it with
government intervention. But the fact of the matter is that the
decade of the 1980’s is going to be one of much greater government
cooperation with and involvement in, business, not just in govern-
ment-to-government energy barter deals, and not just in deals with
Eastern European countries, but also through joint business-gov-
ernment ventures in the Third World and in OECD countries,
through multi-party financing and investment arrangements spon-
sored by international financial institutions, such as the cofinanc-
ing program of the World Bank or the investment ventures of its
International Financial Corporation. How do you determine, and
assess, the political risk in such joint business-government
ventures?

For example, we now find ourselves having extended to the
Soviet Union close to $25 or $30 billion in loans and, close to $90
billion in loans to Eastern Europe. A default on those loans could
pose a serious threat to the national security of this country.

How do we begin to place these political risk considerations into
an analytical framework?

Mr. GipIN. Well, I agree with you entirely. One of the conse-
quences of the relative decline of American power is that we are no
longer in the position that we were in the late 1950’s and 1960’s to
set the rules of the game. We have moved into much more of a
politicized international economy, the role of the State in the do-
mestic economy, barter, all these things. To say that risk has
increased is another way to say what the earlier speakers talked
about, that is, the increased problem of uncertainty.

The whole question of risk assessment, as you probably know,
has now become a growth industry among the American consulting
firms, with all sort of elaborate mathematical models to try to
determine whether or not a particular country is risky.

Of course, in economics the way one handles risk is through
diversification, so-called portfolio management, and so forth, and I
presume that this is what one has to do in the economic sphere as
well—to not put all your eggs in one industry and all your invest-
ments in one country; there is an effort to try to diversify.

4 ﬁengtor BraDpLEY. What does that mean for the value of the
ollar?

Mr. GirpIN. It will probably mean that the value of the dollar
will go down because other countries will be moving into deutsch-
mark, Swiss francs, et cetera. They are diversifying because—and
this is one of the changes in the world—because the dollar has
become uncertain. It is no longer as good as gold as it was a few
years ago, and it is again one of the major factors in the more
uncertain world that we live in.

Senator BRADLEY. Senator Danforth, do you have anything else?

All right, thank you very much, Professor Gilpin.

[The prepared statement of Mr. Gilpin follows:]
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April 15, 1971 marked the end of the post-war era of inter-
national economic relations. On that date President Richard
- Nixon, responding to the first American tradé deficit since 1593
. and accelerating speculative attacks on.tbe dollar, announced a
new foreign economic policy for the United States. Ian imposing
a surcharge on Awmerican imports and suspending the converta-
bility of the dollar, in addition to other remedial zacticns,
the American President dramatically altered the set of relation-
ships and understandings that had characterized the world economy
since the establishment of the Bretton Woods system at the close
of the Second World War. More importantly, President Nixon's
action initiated a process which continues to challenge the
freec-market econozies: the reestablishment of a set of effective,
cooperative arrangements in the face of a changing political,
social, and economic context on hoth the domestic and international
levels. In particular, the problem posed 1s how the OECD countries,
individually and in eooperation with one another as well as with
non-0ECD countries, can achieve a satisfactory level of economic

growth, full unemployment, and stable prices. b
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Although there is widespread agreement that the world po-
litical economy is in a state of crisis, there 1s no general con-
sensus regarding the nature of this crisis. One in fact encounters
a2 broad spectrum of intelligent and informed opinion. It is
possible, however, to group Americans concerned with these matters
into two broad schools of thought, though few individuals are
exclusively attached to ome or another of these perspectives on
the nature of the changes taking place within and among OECD
countries.

The first school of thought may be called the conjunctural
perspective in that individuals asgsociated with this position
tend to believe that contemporary problems of slow economic
growth, unemployment, and inflation are due to a unique con-~
Juncture of fortuitous circumstances; these individuals do not
believe' that any fundamental and long-term changes in the world
economy have taken place. As such, this school of thought be-
lieves current difficulties can be surmounted by relatively mod-
erate policy adjustments. The second or structural position, .
on the other hand, bejieves that a number of significant changes
have taken place due to long-term secular trends and shifts in ‘
fupdamental relationships in both fbe economic and political
spheres. As a consequence this school of thought believes that
rather far-reaching policy adjustments are called for if our
present difficulties are to be resolved. Prior to an examination
of these‘two positions - where they differ and where they agree -

let us first recall the essential features and foundations of
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the international economy prior to August 15, 1971.

The World Economy Prior to Augﬁst 15; 1971

At the end of the Second World War, the world economy
was reestablished on the basis of the so-called Bretton Woods
system. The principal features of this system were the fol-
lowing: (1) a2 commitment to the liberalization of trade, em-
bodied in the Gemeral Agreements on Trade and Tariffs (GATT);
(2) freedom of capital movements; and {(3) an international
monetari system based on fixed exchange rates,‘the converti-
bility of all currencles into gold, and the.pivatol role of
the dollar 2s principal reserve and transaction currency. While
there were deviations from this liberal, multilateral system,
principally the creation of the European Economic Community,
the international political ecomomy prior to August 1971 had
been evolving in the direction of non-discrimination and ever
greater flows of goods and capital.

In retrospect, the system was remarkably successful. It
facilitated the rapid recovery of the economies which had been’
destroyed and distorted by the Second World War. International
}rdde especially in manufactured goods among the advanced

'economies expanded at a more rapid rate than GNP. Along with
trade and the system of fixed exchange rates, foreign invest-
ment by multinational corporations created a highly interde-
pendent world economy. The rate of ecohOmic growth for most
advanced countries was unprecedented. Not since the last
decades of the nineteenth century had the world enjoyed such

a period of rapid and sustained growth and prosperity.
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The foundations of this highly successful economic system
were provided by 2 set of understandings and relationships, some
of which were explicit and others of which were only implicit.
It is only now in retrospect that the importance of these
economic, technological, and political factors which facil-
itated the operation of the Bretton Woods system have become
appreciated. The crisis of the system is due essentially to
the fact these foundations have become heavily eroded over the
past decade or so. For this reason several of the more inpor -
tant reasons for the success of the Bretton Woods system merit
attention.

In the first place, the United States had the capacity
and will to undertake the leadership role in fashioning 2 lib-
eral and open world ecomnomy. As the distinguilshed French
economist, Francois Perroux, has argued the world economy has
evolved through a succession of leading or dominant economies
such as The Netherlands in the early modern period and Great
Britain in the nineteenth century. Since 1945 the United States
has played this role; its economy was the principal engine of
growth, the major provider of foreign investment capital, and
the supplier of the world's currency.

The reasons why the United States undertook these leadership
responsibilifies were four-fold. First, American political
leadership at the end of the Second World War was convinced that
the war itself had been the consequence of the nationalistic and
protectionist economic policies of the 1930s; it was therefore

. imperative if peace were to be preserved to create an open
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world economy. Second, the major economic groupings in the
United States - finance. industry, agriculture, and labor -
had come to realize that their interests lay with free trade.
The financial, industrial, and technological superiority of
the American economy encouraged Americarms to believe they could
outcompete other economies in an open system. And, third, the
rebuilding of the war devastated European and Japanese economies
as well as their integration into a system of liberalized trade
seemed imperative if Soviet-backed communismwere to be defeated.
The second major factor underlying the success of the world
political economy was the political and military alliances
composed of Japan, Western Europe, and-the United States. These
anti-Soviet and subsequently anti-Chinese alliances facilitated
economic cooperation. In this connection, one aspect was of
critical importance. Llargely for political reasoms America'g
European and Japanese allies acgepted the American role as the
world's banker and the dollar as the principal currency. This
situation bad two important consequences. First, the United
States could not devalue the dollar in order to improve its
interpational competitiveness and trade balance. Second, the
‘Unifed States was largely freed from balance of payments con-
straints in the conduct of its foreign policies and therefore -
in the opinion of such critics as Cbarlgs de Gaulle of France -
could freely print dollars to buy foreign corporatiomns, import

goods, and finance the Vietnam War.
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A third factor underlying the rapid rate of economic growth
and economic success was a set of highly favorable terms of trade
for the advanced economies, especially with respect to petroleunm,
A significant aspect of this favorabla situation from the point
of view of developed economies was that America - and to a lesser
extent European-multinational corporations generally controlled
the production, trapsportation, refining, and, marketing of
petroleum and other raw materials. While this was a lucrative
business, it also meant that these multinational corporations
were able to guarantee security of supply and, at least in the
case of petroleum, lower prices than otherwise might have been
the case.

A fourth factor underlying rapid economic growth and in-
ternational economic cooperation was the complementarily of the
major OECD economies and of their foreign economic policies.

For its part, while the United States exported agricultural
products and high-technology goods, American corporations tended
to follow a foreign investment rather than an export strategy._
Due in iarge measure to an overvalued dollar, foreign assets were
relatively inexpensive and therefore goods produced in foreign
subsidiaries of American multinational corporations were more
price competitive than goods produced in the United States for
export. The European and Japanese economies, on the other'hand;
bad undervalued currencies and therefore tended to follow an
export sfrategy. Moreover, at least until relatively recently,
they did not compete with the United States in high technology

areas such as computers, aviation, and electronics. The con-
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trasting strategies and a complementary division of labor, despite
occasional frictions, facilitated the growth of international
economic interdependence.

In particular, this complementarily and the international role
of the dollar meant that the United States could pursue economic
expansionary policies, drawing in imports, and thereby per-
formdrg the role of the engine of growth for the rest of the
world economy. This outflow. of dollars provided the world
with sufficient liquidity to finance trade apnd investment.

Though the United States szfter 1959 had a chronic balance of
payments deficit, other countries acquiesced because it enabled
them to rebuild their monetary reserves and pursue export-led
growth policies. The system was dependent, however, upon con-
fidence in the value of the 6011ar and the underlying strength
of the American economy. In recent years these favorable founda-
tions of international economic cooperation have been battered
by numerous political and economic events. Whether these
foundations have been irrepzrably damaged and are threatened
with destruction brings one to the debate between the con-
Juactural and structuralist positions. For this.reason, we will
discuss each position in turn and, then, suggest that at least
in the United States there are several major points on which the

two schools of thought appear to be in agreement.

The Conjunctural Position

According to this position, the world ecomomy has been

buffeted over the past half decade by a series of exogenous
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shocks and ill-conceived policy decisions. These circumstantial
and hopefully non-repeatable events include the following: the
economic distortions and inflation caused by the Vietnam War;
the several-fold increase in the price of petroleum; the sale of
massive amounts of wheat to the Soviet Union and other changes
in the world food economy; mismahagement of macro-economic policy;
increasing synchronization of the business/political cyecles in
the major OECD countries; and the devaluation of the dollar and
attendant realignment of exchange rates. These developments,
it is argued, caused a major disequilibrium in the world economy
and constituted the major cause of the phenomenon of "stagflation"
~ the combination of high levels of inflation and unemployment.
The proponents of this position tend to believe that this
temporary disequilibrium can be resolved and the OECD economies
can return to a normal growth path with full employment and price
stabllity through orthodox instruments of macro-economic policy.
Though they may differ on the relative mix of fiscal or monetary
policy, they do not believe "conventional" economic theory and
policy instruments have been undermined by recent developments .
Mainly what is required is time to dampen down inflationary
preésures and to adjust to one-time major economic shifts such
.as the change in the relative price of petroleum and the rea-
lignment of exchange: rates. Within this broad consensus of faith
regarding the efficacy of traditional policy instruments, however,
there are those who stress the obstacles to rational policy-making
wrought by contemporary social and political developments. These

obstacles constitute the following:
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(1) The first major change is due to the fact that recent
developments have created an inflationary mentality or atmosphere,
Inflationary expectationg have Secome a built-in feature of almost
every free market econcmy and by virtue of this fact have become
a source of inflation generation. As business, labor unions, and
other groups seek to anticipate and counter the future effects
of inflation through price and wage increases, they coantribute to
inflationary pressure, This new atmosphere of inflationary ex-
pectations has unleashed a spiral of wage and price rises as uniomns
and management anticipate and seek to compensate for future rises
in wages or prices., As a consequence "fine tuning" of the
economy has become more difficult. For this reason, the major
task of economic policy must be to neutralize this inflationary
psychology and break the vicious cycle of wage and price in-
creases. Policies advocated include a restrained but gradual
increase in demand; the‘exercise of monetary restraint; the
imposition of wage and price controls; the negotiation of a

"social contract"; ete. J—

(2) A =econd and related view 1is that economic adjustments
and the return to equilibrium have been made more difficult due
to the fact that in every free-market economy there is ap in-
creasing concentration of economic power. The free play of mar-
ket forces 1s increasingly being displaced by large corporations
and labor unions able to resist deflationary forces. Prices
and wages have become '"sticky' downward. Despite recent high
rates of unemployed plant and labor, for example, prices and

real wages did not fall, at least in a number of economies.
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Thus, each reflation of the economy following a recession takes
place at an already inflated wage-price level. This in turn has
altered the trade-off between inflation and unemployment; in order
to reduce the level of unemployment one must anticipate a higher
level of inflation than in the past. What is required, therefore,
is greater exercise of restraint by these new centers of economic
power if the common good is to be achieved.

(3) Another inflationary factor is the combination of
rising social expectations and declining industrial productivity.
In most every free-market economy sevgral decades of rapid
. economic growth and increasing affluence haée raised the
economic expectations of society in geﬁeral and of the labor
force in particular, People demand an even higher standard of
living, better social welfare, a cleaner environment, and
greater leisure. At the same time, evidence mounts that in
a2 number of economies, certainly the United States for example,
the rate of growth of productivity has declined. The gap
between these rising demands and a decreasing capacity to finance
them has become 2 major source of inflation, a slower rate
of economic growth, and a decreasing international competitiveness.
‘Society must realize, it is argued, that there are limits to what
the economy can provide and that these limits are set by the
productivity of the econoay.

(4) Another change of concern to many advocates of the con-
juncturai position is that '"temporary" shortages may restrict
growth and employment as well as create inflationary pressures.

The comspicuous example is of course energy. In this case,
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"temporary" may mean decades until new sources of energy are
realized. (For this reason, the significance of the "energy
revolution” will be treated in the following section on the
structural perspective,) But in the areas of food, raw materials,
housing, and services, government is belie#ed to have a respon-
sibility to change regulations and eliminate bottlenecks which
restrict supplies. 1In brief, the traditional emphasis of
economists and governments on the demand side of the economic
equation must be supplemented by a greater concern with the
supply side. .

(5) Perhaps the most significant change stressed by many
adherents of the conjunctural position (and, as shall be shown,
structuralists as well) is a decline in the supply of capital
and of capital formation. A number of reasons are given for
the concern that capital availability will restrict future growth
and employment: (a) In all the OECD countries, there has taken
place a decline of profits; (b) in certain OECD countries, the
rate of savings is inadequate relative to perceived investment
needs; (c) the rise of real wages, the increased tax burden,
and the threat of inflation have decreased the incentive to invest.
Whatever the cause, a potential capital shortage is perceived
as a major issue of public policy which if not resolved will
have‘disastrous long-term effects on growth, employment, and

inflation.
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(6) Finally, although their diagrosis and remedy are more
fundamental than most conjuncturalists, one should include within
this camp, the monetarists led Qy the University of Chicago's
Milton Friedman. This group which enjoys wide support in busi-
ness and conservative Republican circles argues that excessive
taxation, goveranment intervention in the economy, and creation of
monej have stiffled private initiative, have eliminated profits
necessary for productive investiment, and have causad run-avway
‘inflation. This situatién in turn is held to be responsible
for the plight of the dollar and the strains in the world
economy . The'solution, therefore, is a return to reliance upon
'the market, a massive reduction in taxes, and severe restraints

"on the creation of money. At the moment this counter-revolution
against the welfare statz and keynesianism is spurred on by a
grﬁwingvtax-payersf revolt which began in California with the
passage of Proposition Thirteen.' '

In summary, the conjunctural position believes that present
difficulties can be transcended if businesses, labor unions,
and governments exercise restraint wi&h respect to their demands
on the economic—ﬁystem., Past excesses and irresponsibility have
produced a set of inflationary expectations w@ich inhibit the
smooth functioning of the Western market economies. In time,
with fiscal and monetary responsibility, these economies can
adjust to the impacts of the energy and related shocksland return
once again to an equilibrium growth path with high levels of

employment aad stable prices.



175

The Structural Position

.
In contrast to the relatively benign view of the conjunctural

position regarding the present economic situation, the structural
view believes a number of fundamental changes have taken place
and that more drastic policy responses are: required. While there
is no unanimity with respect to the nature of these changes, the
advocates of this position stress one or another of several
long-term secular trends or developments which have transformed
the socio-economic and political environment in which economic
policy decisions must be made.

Among the significant developments stressed by this school
of thought are the following:

(1) The most significant determinant .of this changing
socio~economic and political cortext is said to be the altered
position of the United States in the world economy. Since the
end of the Second World War, the world economy has been largely
American centered; the American market was the most dynamic and
the American dollar became the key internationai currency.
American economic leadership, supported by Western Europe and
Japan, led the way in creating, after decades of depression and
war, a relatively open international economy; Trade, capital,
and monetary flows were unprecedented, producing a highly in-
terdependent set of relationships among the advanced free-market
econOmieg.

Although the United States continues to be the most powerful

economy in the world, an important shift is believed nevertheless
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to have taken place in the distribution of economic and indus-
trial power among the United States, Western Europe, and Japan,
In part, what has happened of course is that Western Europe and
Japan have regained the economic and industrial position they
lost due to the destruction and distortions of the Second World
War. But what has also happened, according to this position, is
the relative decline in the economic and industrial preeminence
of the United States. Thus, whereas a few years the United States
alone was regarded as the "engine" of the worid economy, the
locomotive role is now increasingly believed to be beyond the
United States alone and must be shared by certain other OECD
countries as well.

While the meaning énd significance of this trahsformation
of the position of the United States are a matter of debate
and confroversy, certain of the conséquences appear already
evident to the structuralists. First, America’s fluctuating
trade and balance of payments have stimulated powerful pro-
tectionist sentiments in the United States, particularly on the
part of organized labor. Second, the international monetary
system has been changed from one based on fixed exchange rates
to one of more or less flexible exchange rates raising the
specter of competitive exchange rate policies. And, third, as
the American economy appears less able by itself to be the
motor of the international economy, there is a consequent need
for greater coordinated leadership and economic management on

the part of the OECD countries.
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(2) A second, and related set of developments, relate to
structural changes in the OECD economies and in the world economy
as a whole. What 1s‘meant by "structural' problems differs of
course for various observers. For some it refers to the fact that
various OECD countries have a different set of ptio;ities regarding
the trade-off between employment and inflation due to contrasting
historical experiences and domestic economic systems. For others,
it refers to the difficulties posed by the existing composition
of exports and iméorts among OECD economies. For still others,
we have entered a post-Keynesian era where é¥aditional methods of
" -figcal and monetary policy and demand managémenf will no longer
. prove effective. In particular, this iatter school of thpught

has reviewed, in one form or another, the "stagnation" thesis
which has historically haunted free—markef economies.

A common theme of "structuralists™ is that the economies of

the OECD countries and certain other developing economies as
‘'wWell have become increasingly similar with respect to industrial
sectors and the composition of exports. This belief is céupled,
with the perception that the Western European, Japanese, and
certain lesser developed economies (Taiwan, South Korea,

Brazil, ete.) can now engage in importsubstifhtion or the export
of goods which were once available only from the leading in-
dustrial countries. At the same time, American industry is said
to have fgiled to develop sufficiently pew products for home

and foreign markets to takethe place of goods other countries can

now produce for themselves or can -
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produce more cheaply for export. Thus, in a number of industrial
sectors--steel, petrochemicals, automobiles, textiles, electronics,
shipbuilding, etc.--there is said to exist a world-wide over
capacity. For this reason there is said to exist a need for
cartel-like market sharing arrangements, or what the French

call "organized free trade."

(3) A third transformation stressed by the structural
position is the energy revolution which occurred during the
winter of 1973. In brief, this transformation of the energy
situation is believed to involve three major but related devel-
opments. The first was the transfer of effective control over
the supply and pricing of world petroleum from American and other
multinational oil companiés to the producing countries themselves
represented by the Organization of Petroleum Exporting Countries
(OPEC). The second was a several-fold increase in the cost of
petroleum. And, the third was the fact that the United States
for the first‘time in its history became dependent upon foreign
suppliers for a vital resource; it was this latter situation
which in fact made the first two developments possible.

While certain of the economic and political consequences of
this dramatic change with respect to energy supplies and pricing
have already been made manifest, the most significant effects it
is believed will be long-term and will be felt over the next
several decades. These immediate and longer-term consequences
include the following:

(A) _ The most dramatic and immediate effect of the energy

revolution was of course the price increase itself and its in-
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flationary impact, While a price change of such a magnitude is
undoubtedly a one-time effect, it will take many years for its
longer-term consequences to work their way throught the world
economy. Moreover, the possibility of future erratic changes in
the supply and price of energy (or other raw materials) has
endowed economic affairs with a new and high degree of uncertainty.
This uncertainty itself undermines business confidence and thus

is held to inhibit long-term investment decisions.

(b) The most significant political consequence of the energy
revolution is said to be its impact on national security. Until
new sources of energy are developed, the economies of the OECD
countries will become increasingly dependent upon Persian Gulf
petroleum, a source which at best can only be described as highly
vulnerable. In particular, this new sense of dependence and
insecurity has set in train major changes in economic and foreign
policy, changes whose long-term effects are yet to be perceived.
All of the OECD economies in cooperation with one another and
singularly are undertaking measures to imnsure security of supply
and reduce this vulnerability to a sudden cut-off of energy .
supplies.

(C) The third set of effects relate to-the international
trading and monetary ststem. In the first place, the terms of
trade have been radically transformed for all importers of
petroleum, producing in its wake massive trade and financial
inbalances especially for most lesser developed countries and

the United States. In the case of the United States, this shift
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in the terms of trade has been accentuated by accelerating imports
of petroleum and the simultaneous decline of income from overseas
petroleum investments. For lesser developed and certain OECD
countries, the consequence has been increasing jndebtedness to
international private bankers; this in turn has raised the .
specter of major defaults on the part of numerous borrowing
countries,

(D) A fourth consequence of the emergy revolution is its
impact on domestic economies and future economic growth, . The
industrial plant of all the OECD countries Qas built on the
- bagis of a particular set of relative factor prices, i.e., the
. relative cost of labor, capital, and resources (energy). By

oné fell swoop, these factor prices were drastically changed and
much of the industrial plant was made in effect obsolete. The
replacement of this existing plant in accordance with the new
set of factor prices has hecome a necessity and will be a retardanf
of economic growth. What the other consequences of this shift
in factor prices will be has become a matter of intense contrdversy
among structuralists. Whether or not it will cause a shortage of
capital or induce business to shift to more labor-intensive pro-
duction techniques will have important consedﬁences for both
national and international economies.

(E) The fact that Saudi Arabia, Kuwait, and other Gulf
petroleum expOrters have been unable to spend their immense aod
sudden riches is believed to have had a major impact oan the world

econonmy and especially on the international monetary system.
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As described by the American Assistant Secretary of State Richard
Cooper (though himself not a structuralist), the price rise of
petroleum has functioned as a massive excise tax which has
depressed OECD economies. At the same time, it has produced
a spectacular increase in world liquidity which is in the hands
of the private banking sector. In combination with the growing
reliance of many countries on private banks to finance their
petroleum imports, this liquidity has transformed the nature and
function of the international monetary system in significant ways;
(F) In the longer-term one of the most important aspects
of the energy revolution stressed by gtructuralists is that it
entails a massive redistribution of world wealth, undoubtedly
the greatest transfer of wealth in world history over such a
relatively short time-span. Thus far; this transfer of wealth
haé been principally monetary in nature. In time, however,
it will mean a transfer of real wealth from developed and non-oil
producing less developed countries to the OPEC economies as these
economies exchange their monetary balances for imports. This
in turn of course will mean a lower standard of living for oil-
deflcit countries than what it would have been in the absence of
" the price increase. Moreover, it is teared.fhere will be intense
export competition among OECD countries with respect to these
markets in order to reduce trade and balance of payments deficits.
(G). And, finally, the significance of the energy revolution

is feared to be its demonstration effect on other resource-
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exporting economies. In response to the success of OPEC, the
copper, uranium, bauxite, wheat, and other resource-exporters
have come to ask themselves: "If the oil exporters can do it,
why can't we?" And, while it is difficult to conceive of 2
cartel in these other resources which could duplicate the OPEC
achievements, there can be no doubt resource producers will in-
creasingly seek to increase their prices through cartel-like
zrrzngemants. Such demands for better terms of trade are-an im-
portant component of the demand of lesser developed economies for
a new international economic order,

(4) A fourth change emphasized by the structural position
is the increasing role of the state in the economy and, as a con-
sequence, the growth of inter-state economic competition. The
reasons for this greater government participation in the private
sphere are several: (1) the challenges posed by the energy
revolution; (2) the increasing cost of technology, especially
so-called "high® technology; (3) the concern over "stagflation"
itself; and (4) new sets of social demands in areas of social )
welfare and environment which necessitate greater government in-
tervention in‘the economy. This change in the role of the
government not only has numerous economic consequences but it
tends to "politicize" international economic relations. The
tendency is for the free market to give way to inter-stater
negotiations regarding such matters as "orderly marketing
agreemenfs" and market shares for domestic industry. While some

structuralists welcome these developments, others fear their
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long-term consequences for the OECD countries and the world
economy as a whole.

(5) The fifth chénge in the socilo-economic context stressed
by numerous membhers of the structural school is the belief that
inflation has become an inherent feature in the OECD economies,
at least for the immediate future. In addition to a steadily in-
creasing cost of energy, several other recent inflationary trends
are emphasized: an enhanced capacity of workers to increase real
wages faster than increases in productivity; the increasing con-
centration of industry and the substitution.of "administered"” for
market-determined prices; rising expectations with respect to
social welfare, housing, medical care, and enviromnment; and a
leveling off of increases in industrial and agricultural produc-
tivity. Such inflationary pressures, it is feared, cannot be
kept in check by the traditional techniques advocated by the
proponents of the conjunctural position.

(6) The structuralists, or at least some of them, argue
that the factors and assumptions that underlay America's com-
mitment to liberalized trade have been greatly eroded. In the
first place, the American industrial, technological, and financial
.superiority upon which this commitment rested has been weakened
and in certain important areas actually eliminated. Second, the
domestic political alliance behind America's free trade policy
has also .been vweakened. .large elements of organized labor and
business are now actively opposed to free trade. And, thirdly,

the assumption that a strengthened Europe and Japan would make a
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greater contribution to the anti-Soviet alliance is now questioned.
Many now believe an economically strong Europe and Japan have
made it more difficult and costly for the United States to com~
pete politically and militarily against tke .Soviet Union; also,
fhe fact that China is no longer considered to be an enemy is
leading to a reassessment of policies fashioned in an earlier
era. All of these political and economic changes encourage
the forces of protecfionism.in the American economy.

(&))] Finally; anong the structuralists one should mention
the Marxists, democratic socialists, 'and a desparate group of
econcmists of varying ideological persuasion who have revived the
long-wave theory of N. D. Kond*atieff. For the Marxists and
democratic socialists, the problems of stagflation and the sick
dollar reflect underlying constraints and contradictions of the
capitalist system. Curiously the Marxists and the conservatiyes
among the conjuncturalists make much the same diagnosis. In
Marxist termiﬁology, the problem. is seen as a conflict between
the needs of capital accumulation and the nature ofvthe modern
democratic, welfare state. But whereas the Marxists and the
social democrats see a need for greater government plénning and
intervention in the economy, the conservatives want less eco-
nomic democracy and a rollback of the welfare state.

The neo-Kondratieffians are an extrepeiy interesting de-
velopment and are beginning to obtain a hearing, even within
the fraternity of the orthodox economic profession. Kondratieff,

you will recall, was a Soviet scholar who wrote in the 1920s
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that capitalism was subject to long-swings (fifty to seventy
years) of rising and falling prices. Contrar& to the Marxist
theory of ever deepening capitalistic crisis and increasing
severe contradictions, Kondrafief: éought to show that capitalism
was characterized by a long-term equilibrium. Hence, the
displacment of capitalism by socialism wascnot inevitable. For
this apostasy, Stalin exiled him to Siberia where he died.

The neo-Kondratieffians argue that the advanced capitalist
econcmies, after having enjoyed an unprecedented era of favorable
terms of trade and a decline in real prices, have enteéred upon
" a steep inflationary upswing. Though there are differences among
" them, the major reasons given for this economic reversal are
‘the increasing cost of enmergy, rising world food costs, and the

demand of labor for infiat.ionary increases. in monetary wages. For some, in

particular W.W. Rostow (The World Economy; Getting From Here to There); Why

The Poor get Rither and the Rich Slow Down) these - RS

fundamental changes provide new areas of investment opportunity
and economic expansionism; others such as ¥W. Arther Lewis

{Growth and Fluctuation,1870-1913) and Robert Heilbroner (Beyond

Boom and Crash) are more pessimistic regarding a solution., The
latter two fear that constraints will greatly retard ecmmm{c

growth, a decrease of unemployment, and .the expansion of world trade.

Apparent'Points of Agreement

Thus far, this paper has coasidered the points of divergence
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between the conjunctural and structural schools of thought; with
respect to certain issues, particularly energy, the differences
are more a matter of emphasis or attitude rather than differences
on the facts of the matter. 1In addition to these points of coam-
trasting interpretations of contemporary developments, there appear
to be 2 number of significant points of agreement, or at least,
the disagreements are less fundamental and appear to be breachable,
Among the more important convergences of view are the following:
(1) Many adherents of both the conjunctufal and structural
positions believe that economic growth will be less rapid in
the future than it has been during the last several decades. The
various reasons given include the increased cost of energy, fear
of inflation, the decline of profit margins relative to national
income, the uncertain business climate, a general decrease in the
rate of productivity growth, etc. The "mature" industrial
countries have exhausted their pools of low paid labor. Some
believe that the backlog of innovations which fired European
and Japanese growth has largely disappeared. 1In Europe and
America. consumer demand has shifted from manufacturers to
services which have a lower rate of productivity growth. And,
for more speculative, no major growth industries of a Schunpe-
terian-type appear on the horizon.
All these reasons cited.by students of growth such as
W. Arther Lewis and others suggest to many conjuncturalists
and structuralists important political and ecomomic. challenge.

While most feel that the OECD countries have the necessary policy
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instruments to forestzll a collgpse in demand and 2 repeat of

the Great Depression an era of lower economic growth would have
serious domestic and international consequences. At the domestic
level a decreased role of economic growth will mean either a
higher level of unemployment or a decline in the general standard
of living. In either case the politics of plenty and growth will
become converted into the more divisive politics of scarcity

and distribution.

In the international sphere, decreased economic growth
will mean a leveling off of the growth of trade and economic
interdependence. Here much will depend upon the future direction
of the European Ecocaomic Community and its degree of openness.

In any event, a general decline in the growth rate will make

it increasingly difficult to resist demands for protection .
against foreign goods and to accommodate the desires of lesser
developed economies for a greater share of world markets.

(2) A second shared concern--one intimately related to the
first--is the long-term adequacy of economic investment and the
consequent need for gr;ater government concern with capital
for;ation. There is no general consensus, however, regarding the
" reasons for this situation. For some, the crux of the problem is
the prevailing climate of economic and political uncertainty
and increased level of risk; they do not believe this inherently
more risky business climate can be ameliorated and as a result
investors will emphasize low risk, short-term investments. For

others, and particularly fa some countries, there is believed to be
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a shortage of capital due to inadequate savings. And still others
emphasize the 1ack of investment prospects at sufficiently attrac-
tive rates of return; levels of taxatioan, government regulations,
and social welfare problems are said to have created an un-
attractive environment for investors. Whatever the alleged situa-
tion, a decline in long-term investment is held to be a.threat to adequate
levels of economic growth and employment among many, if not all, OECD countries.
These developments in tgrﬁ will slow down the growth of international trade. ' .

(5) In addi£i;n.to thesé economic changés, proponents of
both positions believe a number of sdciologiéal and political

- changes have created a new context for decisi&n—making. Some °

. individuals, for example, sense a loss of risk-taking and a
pervasive quest for cerfainty which will be detrimental to
entrepreneurshipland iﬁnovation. Others Believe there is a
decline’ in the work ethic and the sense of public responsibility.
Still others emphasize the increasing ungovernability gf denocratic
societies and the rise of minority or coalition governments unable
to make hard but necessary policy decisions. As a consequence,
the social and politigal discipline required if full employwmeant, .
price stability, and trade expansion are to be achieved is said to be lacking

in many societies. ‘ .

(4) An increasing number of both conjuncturalists and
structuralists believe that the over-valued dollar and the
undervalugtion of other currencies has hzad an unfortunate
effect on patterns of international trade and investment. For

the United States it hasmeant an over-reliaace on foreign in-
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vestment rather than exports. For other economieé, especially
West Germany and Japan, it has méant the creation of an expért :
oriented economy. While this situation is obviously not the
sole cause, it is considered a major reason for America’s chronic
trade andvbalanrce of payments deficits and for the surpluses
of Japan and West Germany. Until this trade imbalance is
rectified the dollar will not regain its strength and the world
: bolitical economy will continue in its present state of un-
certainty., The question on which the conjuncfuralists'and
structuralists differ is whether recent changes in currency
values and minor adjustments will resolve this difficulty
or whether more far-reaching policy changes are required.

(5) Finally, and underlying many of the other changes
already noted, for many concerned observers there appears to
be taking place a general decline in the support of scientific
research and technological development, especially of the type
of long-ferm, high—ri;k R/D which leads to major technological
breakthroughs. On the contrary, available evidence suggest to
these individuals that research has become more defensive and
short-term in nature. A number of reasons have been suggested
for this decline in R/D investment: (a) Decline in profit margins
and hence available capital for risky ventures; (b) the recession
and high level of business uncertainty; (c¢) a general disenchant-
ment with scienceand technology; (d) the stifling effect of gov-
ernment fegulations on business; (e) the increasing concentration

of industry and a sharp decline in the number of small innovative

68-425 0—80——13
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firms; (f) concentration on improvement of existing products rather
than the iunovation of new ones; and (g) a geueral shift in the
direction of research from the search for efficiency and new
products to meeting government demands in tye areas of safety,
envirooment, etc... . )

Although some experts fear that the expenditure oﬁ R/D is
- reaching the point of diminishing returns and that technological

stagnation may become a reality, most emphasize with equal force

that major technological breakthroughs are possible which would sustain

future economic growth and trade expansion. Howevef, this latter group fears
©"_ that current.Stagflation has inhibited the éommercial deveIOppent

of these new tecknologies. They also fake note of the fact that
the cost of research and technological innovation appear to be
rising at thewsame time tﬁat a threatened capital sho;tage is
increasing the cost of capital. ) )

If this is a correct assessment of tﬁe present state of R/D
and if, as appears likely, the rate of economic growth in the’
future will be less than in the immediate past, then, the long-
term consequences of a‘Qecline in research and innovation may be
extgemely serious for the OECD ecpnomies. As the research of today
_creates the industries and expérts of tomorrow, the current decline in
support for R/D could inhibit the development of the growth in-
dustries of the future. It is with respect to this issue, more -
than any other, thét the issue of whether'the conjunctgralists

or the structuralists are correct will be decided.
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(6) Both conjuncturalists and structuralists- (excluding the Marxists)
believe that the contemporary economic crisis can be surmounted. During
earlier crisis periods of capi:aliém--wha: we prefer to call the free
enterprise system--radical critics have pronounced its imminent col-
lapse., Reduced to essentials, these_pessimistic predictions have been
based on one of two arguments: the saturation of consumer demand or,
else, the onset of technological stagnation. There is little solid evi-
dence to suggest either has happened: While consumer demand for parti-
cular goods, e.g., gas guzzling automobiles, has declined the general
demand for goods in this country and abroad is far from met. 'Tﬁoggh
technological advance in par:iéular seccofs may have'leveled off, new
technological possibilities with vést implications for new goods and
trade are continuing apace. The capitalist worid economy has survived
past c%ises of greater severity than that of the present; there is no

inherent reason for assuming it can not do $So once again.
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Statement of Dr. Richard G. Anderson, Assistant Professor of Economics
Department of Economics, Michigan State University
August 6, 1980

It is with pleasure that I submit this Statement for the Record of
the U.S.VSenate's.Committee on Finance.

Equilibrium in the United State's balance of payments has been an
explicit economic policy goal since the Empioyment Act of 1946. Through~
out the post-World War II period, the United States has maintained approxi-
mate equilibrium in the trade balance of manufactured goods. However, dur-
ing this period, some individual industries within the U.S. manufacturing
sector have declined in international comparative advaﬁtage, while others
have improved their competitive position. Previous resegrch has attempted
to discern special factors accounting for th;s disparate behavior.*

The latter part of the decade of the 1970's has been a banner period
for U.S. manufactured exports, even while the overall balance of payments
has shown substantial deficits, and 1979 was perhaps the best year of the
decade. (Indeed, these export gains in manufactures have been aided by
the decline in the exchange value of the dollar, which has been due to the
balance of payments deficits.) Yet, two major industrial segments of U.S.
manufacturing failed to share these gains, and thus must have lost compara-
tive advantage in trade relative to the other segments of u.s. manufacturing
which experienced substantial improvement in their trade position. Thesg

industries are steel and steel products, and motor vehicles.

*See, e.g., Rachel Mchlloch, "U.S. Trade Performance: The Role of
Technology," Eastern Economic Journal, Volume VI, Number 1, January 1980,
and Stanley Ruttenberg, "The Impact of Manufacturing Trade on Employment,"
in Trade and Employment, Special Report No. 30, National Commission for
Manpower Policy, September 1978.
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The érﬁcial, gnanswered question for.policy analysis is: Why did
steel and motor vehicles suffer a worsening of their trade position, while
simultaneously aggregate manufacturing was enjoying an improvement in its
position? 1In the study which accompanies this Statement, Professor
' Mordechai Kreinin and I investigate some hypotheses regarding the loss in

comparative advantage by these two "ailing" industries. We find that the
increases in nominal labor compensation (wage payments plus supplementary
benefits) have been similar in the two industries since 1957, but that the
behavior of labor productivity has been sharply different. 1In steel, labor
productivity has increaséd at a Qery slow rate, while in motor vehicles the
rate of increase has been much larger. Thus, implied unit labor costs in
steel have increased much faster than in the balance of U.S. manufacturing,
suggesting that steel may have lost comparative advantage in production
relative to the other segments of U.S. manufacturing. I believe that if the
behavior of unit labor cost in steel had been similar to that in aggregate
manufacturing, the steel industry would not be suffering its present diffi-
.culties.in. international trade.

The motor vehicle industry stands in sharp contrast to steel. The de-
cline “in" the competitive position of U.S. motor vehicle manufacturers may
not be attributed to excessive increases in unit labor costs, since these
have behaved similar to aggregate manufacturing. Rather, the difficulties
in motor vehicles are due to past decisions regarding their product mixture
offered to the market. While the wisdom of decisions made by U.S. automo-
bile manufacturers in 1974-75 to continue production of large vehicles may
be debated (the debate hinging upon the divergent views in 1975 concerning
the future course of real gasoline costs), it is undeniable that the 'second
OPEC crisis" in 1979 harmed the position of the U.S. motor vehicle industry.
We expect that this industry will recover from its present temporary
difficulties.

A more complete discussion of the policy implications of our work

is contained in section C of the study.
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Senator BrapLEY. The subcommittee will stand in recess until
Friday at 10 a.m. when we will continue in this series of hearings.

[Whereupon, at 5:35 p.m., the subcommittee recessed, to recon-
vene at 10 a.m., Friday, August 1, 1980.] .



U.S. INTERNATIONAL TRADE STRATEGY

FRIDAY, AUGUST 1, 1980

U.S. SENATE,
SUBCOMMITTEE ON INTERNATIONAL TRADE,
CoMMITTEE ON FINANCE,
Washington, D.C.

The subcommittee met at 10:30 a.m., pursuant to notice, in room
2221 of the Dirksen Senate Office Building, Hon. Bill Bradley pre-
siding.

Senator BRaDLEY. The subcommittee will come to order.

The subcommittee today has the honor of hearing testimony
from Mr. Roger Kubarych, vice president and assistant director of
research of the Federal Reserve Bank of New York. Mr. Kubarych
is an expert in international financial matters. I want to thank
him for coming before the subcommittee today to discuss the
impact of recent energy shocks on the world economy.

Energy shocks lie at the core of most of the new economic forces
that during the past decade have challenged the United States, its
partners in trade and development, and the international economic
system generally. Unless the world makes timely adjustment, these
challenges will be felt even more forcefully and dangerously in the
coming decades.

Energy shocks have come in the form of rapid price increases
and sudden supply- interruptions. Their effects on the world econo-
my are both direct and indirect. They immediately inflate the price
of a commodity that is central to production and daily living,
thereby causing real income loss and antiquating past economic
decisions. This saps business and consumer confidence in their
ability to make ends meet.

Yet, however disruptive to the economy the direct economic ef-
fects of energy shocks might be, their indirect or secondary effects
are even more pernicious. The shocks set in motion a variety of
efforts to compensate for the real loss of resources due to higher
energy prices. '

These compensating efforts tend to create greater disequilibrium
in the economy and often impair our traditional macroeconomic
tools. For example, efforts by business and labor to cover their
energy loss by increasing prices and wages set off new, defeating
inflationary rounds. Monetary restraints applied to contain this
secondary inflation may do less to contain it than to exacerbate the
depressing effect that the oil “tax,” in the form of higher prices
already ‘has placed on investment and production.

Because of energy shocks past and anticipated, we live in a
Scylla/Charybdis world of inflationary perils along one shore and

(195)
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recessionary risks along the other. Very little room is left for
maneuvering along a course of stable and real world growth.

We will not be free from dangerous, diverting currents until the
world has dramatically reduced its energy consumption, diversified
its sources of energy supply, and thereby reduced the vulnerability
of the world economy to energy price and supply shocks of the kind
that have been so vivid in the last decade. Only such structural
reform of our energy system will eliminate the shocks. Trade and
financial adjustments can do no more than lessen the trauma along
the way.

Nevertheless, in the meanwhile, because of oil price shocks,
much of the non-oil-producing world is trapped in a cycle of chronic
payments deficits requiring costly external financing. Credit and
earnings which would otherwise go to growth and development are
instead diverted to large pools of so-called petrodollars held by oil
surplus countries.

On the whole, those petrodollars have not been substantially
absorbed by imports or direct investment. Rather they have been
held as short-term assets in Western financial institutions. The
imbalance created by the drain of capital resources from oil-poor to
oil-rich countries has been mediated by an elaborate system of
international capital recycling. The private Western banks, awash
in the short-term assets, deposited by OPEC members, have run
this system since 1974.

There are strong indications that the private recycling system
will soon reach its limits. Yet recycling requirements likely will be
greater in the coming years than in the past. The danger of failing
to recycle petrodollars at a level adequate to keep vital the world
economy is perhaps as great as the danger of building inflationary
pressures and straining the international banking system by in-
creasing the level of recycling in order to accommodate the world’s
increased financing needs.

There is no easy choice and the world must look for new ways to
meet growth and development targets while still satisfying compet-
ing objectives, such as containing inflation, stabilizing currencies,
preserving prudential banking practices, and avoiding the infringe-
ment of the sovereignty of nations.

There is building a consensus that both the postwar Bretton
Woods monetary system and the post-1974 petrodollar recycling
system are unsuited to tomorrow’s requirements. The financial
discipline appropriate to reconstructing economies wrecked by war
is not appropriate to the task of adjusting rich and poor economies
to the distortions of an energy crisis and the bounds of prudential
private banking are too narrow to accommodate the needs of poor
and fragile nations.

At present there is no consensus ‘on the alternatives to these
systems. There is only a consensus on the need for creative mecha-
nisms to channel a more direct flow of capital from surplus to
deficit nations. I would give priority to directing this capital toward
and for development of alternative sources of energy supply.

But there are a number of options, each with its own balance
sheet of costs and benefits in both economic and political curren-
cies. No option is completely “safe.” Each carries risks.
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But the greatest risk is to do nothing: What we must do is
understand the choices. With this in mind, I welcome the testimo--
ng of our witness who is well qualified to help us elucidate these
choices.

In today’s hearing we will go into some depth in analyzmg how
well we have recycled petrodollars, what it means for the interna-
tional banking system, what it means for the international econo-
my and our domestic economy, and what we might do in the way of
structural reform to prepare the country and our allies for the
increasingly dangerous currents that await us in the 1980’s as the
probability of oil price hikes and supply interruptions increase.

I would like to welcome you to the committee, Mr. Kubarych,
. and ask you to proceed with your statement. We will then have
questions and I hope other members of the subcommittee will be
here, but if they are not, your statement and our exchanges will
appear in the record in full form for the perusal of all members of
the subcommittee. I am sure they will find it interesting.

STATEMENT OF ROGER M. KUBARYCH, VICE PRESIDEN’I‘ AND
ASSISTANT DIRECTOR OF RESEARCH, FEDERAL RESERVE
BANK OF NEW YORK

Mr. KuBaRrYCH. I appreciate your presentation. I want to say I
am here to talk as a keen student of these problems and as an
economist who has been focusing on the international side for some
time, but not as an official representative of the Federal Reserve
" Bank of New York and not to present some particular official view,
but my personal views on these very important problems.

I will try to go through this statement that I have prepared for
you and I have also submitted for the record a longer and more
detailed academic treatment of the issues.

From my perspective, the second oil shock has been a worse blow
than the first one. For one thing its adverse effects are likely to be
more permanent and less likely to dissipate. The events and insta-’
bilities that led to the sharp price escalation showed how shaky the
supply and demand balance of the oil market could be, and I think
the lesson is clear.

OPEC has the ability to force real oil prices higher so long as its
members are willing to permit oil production cutbacks. That has
been the case and will probably continue to be the case for some
time. Even with the substantial reductions in demand we have
seen lately—reductions caused by recessionary forces, by an end to
rampant inventory building and by some conservation responses—
significant downward pressures on prices have not materialized.

Once a pickup in overall economic activity gets underway next
year, the prospects for declines in real oil prices are pretty dim. So
we are very unlikely to see a repetition of the gradual declines in
real oil prices that there were between 1975 and late 1978.

Second, the enormous increase in OPEC’s financial surplus is not
likely to be reversed for at least several years. This is in contrast to
the experience after the last oil shock. The reasons are straightfor-
ward. In the aftermath of the first oil shock individual OPEC
countries learned how difficult it is to construct, man, and keep
running large-scale projects without creating waste and excessive
costs.
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Several of the high population, high. growth OPEC countries
found out how.easy.it was to slip. into current-account .deficit,
despite oil wealth, and be: forced to . borrow themselves. Many
OPEC members also became aware of the social and pohtlcal impli-
cations of rapid development, population shifts and increases in
income and consumption. The Iranian situation drove those points
home hard..

All in all, OPEC 1mports will probably grow much more slowly
than they d1d before, not because of bottlenecks and mismanage-
ment, but because the authorities are more, cautious and. more

- selective about what new projects will be undertaken. That means
the overall financial surplus is likely to decline much more slowly
than it did before.

The third reason why I feel the second oil shock is a worse blow
than the first one is that most oil-consuming countries never.really
adjusted to the previous shock. Major efforts to repair and revitalize
weakened sectors of the industrial economies were not made. Effec-
tive conservation measures were not taken. Consumers were
shielded to a significant extent from the reality of oil vulnerability
and so were given little price incentive to adjust their spending
patterns.

In some countries governments actually cut gasoline taxe_s, there-
by compounding the problem. It is just the opposite of what was
needed. In these respects the oil-consuming countries were 1n a
poor position to absorb the second shock.

However, one important positive change has occurred. There has
been a much greater appreciation of the need to limit the adverse
effects on inflation. In particular, wage increases have remained
moderate in a number of industrial countries. So a more serious
wage-price spiral has been averted up to now, with all of the
positive effects that means for the whole investment climate.

If you look at the figures you see that wage increases have been
much more moderate in a number of industrial countries and there
is no evidence so far of a serious wage price spiral developing,
which is very definitely in contrast to last time. Thus, I am not
entirely pessimistic on every aspect of this discussion, although it
is still a situation of enormous: touchiness. It could still go either
way. We have still not cured the inflation problem at all.

Finally, to move to the financial side, the deficits arising from
the second oil shock may prove more difficult to finance, especially
those of certain developing countries.. That is not because of any
spectacular erosion of the standard ratios that analysts look at:
measures of debt burden—for instance, debt-servicing expenses as a
proportion of export earnings—have not detenorated badly for the
larger borrowers.

It is. also not so much a reflection of a general weakening in
LDC-governments’ ability to run stabilization policies. That has
probably improved in more countries than it has worsened and
some countries have actually accelerated the process of adjustment.

Nor in general have previous borrowings been wasted on exces-
sive consumption. The evidence is that the biggest borrowers from
commercial banks after the first oil shock were those countries
that invested the most and had the strongest growth rates of both
income and exports.
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‘And it is not because the multilateral credit institutions have
been neglected. To the contrary, there has been a serious, good
faith effort to expand credit facilities and design ways of broaden-
ing the responsibilities and perspectives of key institutions like the
IMF and the World Bank.

Rather I think the central cause of concern about the recycling
process now is that many large commercial banks and other pri-
vate lenders simply cannot visualize how some of the deficits that
need to be financed can be reduced during a period of contraction
or prolonged slow growth for the industrial economies.

Industrial countries’ deficits almost certainly will narrow over
the next year or 18 months. That means LDC deficits could go up
in aggregate, despite the serious adjustment efforts that many
developing countries are now either contemplating, promising, or
implementing.

So the dilemma is striking. The most favorable scenario you can
honestly draw has to assume conscientious stabilization efforts, no
domestic social turmoil, no new unforeseen shock, no collapse in
LDC commodity prices, no sweeping protectionist measures in the
industrial countries, and no costly mistakes in domestic investment
projects.

But even in that most favorable scenario aggregate LDC deficits
may very well rise. It is not surprising that banks would be reas-
sessing the risks involved on the assumption that something truly
bad could happen for at least some countries.

My impression is that the commercial banks would probably like
to have the confidence and the arguments to justify playing about
the same relative role in recycling as they did last time around. It
has been profitable business. Loan loss records have been better
than on domestic loans. ,

The difficult work-out situations that did arise were handled
professionally and set few bad precedents. And over the long term
the LDC’s are going to be the principal growth areas in the world.

But make no mistake about it, confidence has been shaken and
there is a definite reluctance to seek out new LDC loans in a
number of cases. So the pace of the new business has been slow.
And the longer it takes to restore a more normal tempo of lending,
{,)he more difficult it is going to be to accommodate all who wish to

Orrow.

In the first half of the year it was perhaps two-thirds of what it
was in the first half of the year before. That is despite the in-
creased deficits that countries must finance. In my view the longer
it takes to restore a more normal tempo of lending so that there is
no bunching up, with everybody trying to borrow at the same time,
the more difficult it will be to run recycling smoothly.

In a way there is a kind of standoff in the market between the
borrowers, who quite obviously have a clear interest in raising
money, and the lenders who are reassessing the risks and trying to
determine what kind of trade-off there is between risk and return,
which is the appropriate basis for portfolio decisions.

When you have this kind of standoff, neither side wants to break
first. So you push off into the future, or push forward, the time
. when large amounts of recycled funds need to be committed for the
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longer term maturities. In the meantime, countries substitute
short-term finance for the more desirable longer term financing.

Now clearly there is a danger in overgeneralizing across banks.
And I have been careful not to overgeneralize across borrowers.
Among banks, attitudes differ, and management policies governing
those lending limits do too.

In addition, foreign banks have different marketing strategies
than U.S. banks, who have been comparatively less active for some
time. But I think the general theme is valid for most institutions I
know about. Private lenders are more reluctant to commit addi-
tional funds because of the existing amount of debt, because of the
anticipated permanence of oil-induced deficits, and because of the
heightened costs of mistakes.

And I do not believe that the money will come forth swiftly once
profit margins on loans widen, as they probably will. For many
bank managers that may only be seen as confirming what they had
been worrying about in abstract terms for a while: That risks are
increasing.

So to avoid a sudden, destabilizing and largely unnecessary dis-
. ruption of economic activity and world trade, other channels of
financing have to be kept open or opened up. Much serious atten-
tion has been given to these contingencies at the IMF and at the
World Bank and their role must be strengthened.

But beyond that, OPEC members with heavy surpluses must
recognize that they bear a responsibility for handling an increasing
share of recycling directly. They might argue that they would
rather not take the risks. But this is an incomplete argument.

Increased risks can be compensated by increased yields or more
attractive features on financial instruments. The urgency is for
those LDC’s most interested in supplementing funds likely to be
available from banks and multilateral institutions to get together
with OPEC surplus countries to discuss new methods of financing
that are mutually beneficial.

1 can think of a few useful options to consider. One obvious
example would be SDR-denominated loans designed -to lower ex-
change rate risks. This has been suggested a number of times.

A more novel idea might be what we call “development equity”’
securities. This may be very. useful for countries that do not have
equity markets developed in their own countries at the moment.

Or a broader version might be called a “national income equity”
security which would pay a yield .based on the overall rate of
growth of the country’s economy. Other people have recommended
different ideas and those suggestions should also be :considered.

Whatever options turn out to be soundest and most practical, it
seems to be clear that this shortcut approach to recycling is good
for everyone. It lets the LDC country and the OPEC country define
mutually acceptable methods of financing. It spreads the risks in
recycling in a way that would strengthen the capacity of commer-
cial banks to continue to play an important role.

And it does not put a burden on the industrial countries to
recommend options that they themselves might be unwilling to
recommend. for their own use. I think that is important.

I would hope that we as economists could contribute as much
analytical support as we can, investigating objectively the potential
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costs and benefits of various ideas and proposals and making the
results available to anyone interested.

Imaginative new financing tools are going to be indispensable to
make sure that the developing nations are not overwhelmed by the
difficulty of financing oil-induced deficits. We have to maintain
tolerable levels of world economic activity in the period of oil
vulnerability, which is a pressing objective.

But equally important is the objective of preventing a third oil
shock. That means loosening OPEC’s hold on the oil price and
seeing to it that massive payments imbalances are gotten rid of.
The only choice is to produce more energy and to conserve vastly
more energy.

The long-term solution is.development of alternative energy
sources because that is the only credible way of assuring citizens of
permanent gains in their living standards. But that development
will take a lot of time and money.

In the meantime, we have to do something decisive. We will be
better off if we can induce OPEC to rethink its arithmetic. If we
can make the option of keeping oil in the ground a poorer eco-
nomic decision than selling it and investing the proceeds in finan-
cial assets, then it will be in OPEC’s own interest to produce more.
As they sell more the real oil price will moderate.

But how do you achieve this result? We have to achieve the
expectation of falling demand and market softness. That entails
significant conservation efforts, much greater than anything we
have tried yet. Practically it means stiff taxes on gasoline to stimu-
late rapid cutbacks in use.

It means inspiring public trust that Government, having col-
lected the taxes, will apply the proceeds judiciously: In part to cut
other taxes, but in part to recycle revenues to develop alternative
energy sources.

I think this approach has a big potential payoff and I think it is
the only feasible way of bridging the gap between the vulnerability
we have today and a more agreeable time in the future when we
have enough energy of our own to disregard OPEC. Thank you.

[The prepared statement of Mr. Kubarych follows:]
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STATEMENT OF ROGER M. KUBARYCH*
HEARINGS OF THE:SUBCOMMITTEE ON
INTERNATTONAL TRADE, SENATE FINANCE COMMITTEE

" AUGUST 1, 1980

I am pleased to testify before this Committeé
on the critical issues qf howbthe world’gconbmy and fi-
nancial system are adjusting to the sécond oil shock.
I am not here as an official répresentative of the Fedeial
Reserve Bank of New York, bu£ as an econémist concerned _
about the international situation, and as what you might
call a professional student of financial markets And the
people who work in them.

In several respects, the second oil shock has
been a worse blow than the first one of 1973-74. For one
thing, its adverse effects are likely to be more permanent
than before and less likely to dissipate over tiﬁe. Events
leading up to and validating the 150 percent price escala-
tion showed how shaky the supply and demand balance in the
oil market could be. The lesson is clear. OPEC has the
ability to force real oil prices higher, so long as its
members are willing to permit oil production cutbacks.

That has been the case and will probably continue to be

*Vice President and Assistant Director of Research,
Federal Reserve Bank of New York. The views expressed
are those of the author and do not necessarily represent
the views of the Federal Reserve Bank of New York or the
Federal Reserve System.
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the case for some time. Even with the substantial re-
ductions in demand we have seen lately =-- reductions
caused by recessionary forces, by an end to rampant in-
ventory building, and by some conservation responses ~-
significant downward pressures on prices have not mate-
rialized. Once a pick-up in overall economic activity
gets under way next year, the prospects for declines in
real oil prices are pretty dim. So we are very unlikely
to see a repetition of the gradual declines in real oil
prices that there were between 1975 and late 1978,
Second, the enormous increase in OPEC's financial
surplus is not likely to be reversed for at least several
years. The reasons are straightforward. 1In the after-
math of the first oil shock individual OPEC countries
learned how difficult it is to construct, man, and keep
running large-scale projects without creating waste and excessive
costs. Several of the high population, high growth
OPEC countries found out how easy it was to slip into
current-account deficit, despite oil wealth., Many OPEC
members also became aware of the social and political
implications of rapid development, population shifts,
and increases in income and consumption. The Iranian
situation drove those points home hard. All in all,

OPEC imports will p{obably grow much more slowly than
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they did before, not because of bottlenecks and mismanage-
ment, but because the authorities are more cautious and
more selective about what new projects will be undertaken.
That means the overall financial surplus is likely to
decline much more slowly than it did before.

The third reason why I feel the second oil
shock is a worse blow than the first one is that most
oil-consuming countries never really adjusted to the
previous shock. Major efforts to repair and revitalize
weakened sectors of the industrial economies were not
made. Effective conservation measures were not taken.
Consumers were shielded to a significant extent from
the reality of oil vulnerability, and so were given
little price incentive to adjust their spending patternms.
In some countries, governments actually cut gasoline
taxes, thereby compounding the problem. In these respects,
the oil-consuming countries were in a poor positiom to
absorb the second shock. However, one important posi-
tive change has occurred. There has been a much greater
appreciation of the need to limit the adverse effects
on inflation. 1In particular, wage increases have reméined
moderate iﬁ a number of industrial countries. So a more

serious wage-price spiral has been averted up to now.’
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Finally, the deficits arising from the second
oil shock may prove more difficult to finance, especially
those of certain developing countries. That is not
because of any spectacular erosion of the standard ratios
that analysts look at: measures of debt burden -- for
instance, debt-servicing expenses as a proportion of
export earnings -- have not deteriorated badly for the
larger borrcwers. It is also not so much a reflection of
a general weakening in LDC-governments' ability to run
stabilization policies. That has probably improved in
more countries than it has worsened, and some countries
have actually accelerated the process of adjustment. Nor
in general have previous borrowings been wasted on excessive
consumption. The evidence is that the biggest borrowers
from commercial banks after the first oil shock were
those countries that invested the most and had the
strongest growth rates of both income and exports. And
it is not because the multilateral credit institutions
have been neglected. To the contrary, there has been
a serious, good faith effort to expand credit facilities
and design ways of broadening the responsibilities ‘and
perspectives of key institutions like the IMF and the

World Bank.

68-425 O—80——14
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Rather, I think the central cause of concern
about the recycling process now is that many large
commercial banks and other private lenders simply cannot
visualize how some of the deficits that need to be
financed can be reduced during a period of_contraction
or prolonged slow growth for the industrial economies.
Industrial countries' deficits almost certainly will
narrow over the next year or 18 months. That means
LDC deficits could go up in aggregate, despite the serious
adjustment efforts that many developing countries are
now either contemplating, promising, or implementing.

So the dilemma is striking. The most favorable scenario
you can honestly draw has to assume conscientious stabiliz-
ation efforts, no domestic social turmoil, no new unfore-
seen shock, no collapse in LDC commodity prices, no
sweeping protectionist measures in the industrial countries
and no costly mistakes in domestic investment projects.

" But even in that most favorable scenario, aggregate

LDC deficits may very well rise. It is not surprising

that banks would be reassessing the risks involved on

the assumption that something truly bad could happén

for at least some countries.
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My impression is that the commercial banks
would probably like to have the confidence ahd the
arguments to justify playing about the same relative
role in recycling as they did last time around. It
has been profitable business. Loan loss :ecqrds have
been better than on domestic loans. The difficult
work~out situations.that did arise were handled pro-
fessionally and set few bad precedents. And over the
long term, the LDC's are going to be the principal
growth areas in the world. But, confidence has been
shaken and there is a definite reluctance to seek out
new LDC loans in a number of cases. So the pace of
new business has been slow. And the longer it takes
to restore a more normal tempo of lending, the more
difficult it is going to be to accommodate all who

wish to borrow.
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Clearly, there is a danger in over-generalizing
across banks. And I have been careful not to over-gen-
eralize across borrowers. Among banks, attitudes differ,
existing exposures differ, internal lending ceilings differ,
and management policigs governing those lending limits
do too. In addition, foreign banks have different mark-
eting strategies than U.S. banks, who have been coméara—
tively less active for some time. But I think the
general theme is valid for most institutions I know about.
Private lenders are more reluctant to commit additional
funds because of the existing amount of debt, because of
the anticipated permanence of oil-induced deficits, and-
because of the heightened costs of mistakes. And I do
not believe that the money will come forth swiftly once
profit margins on loans widen, as they probably will. For
many bank managers, that may only be seen as confirming
what they had been worrying about in abstract terms for
a while -- that risks are increasing.

So, to avoid a sudden, destabilizing, and largely
unnecessary disruption of economic activity and world trade,
other channels of financing have to be kept open or opened
up. Much serioué attention has been given to these con-
tingencies at the IMF and at the World Bank, and their

roie must be strengthened.
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But beyond that, OPEC members with heavy surpluses
must recognize that they bear a responsibility for handl-
ing an increasing share of recycling directly. They might
argue that they would rather not take the risks. But this
is an incomplete argument. Increased risks can be compen-
sated by increased yields or more attractive features on
financial instruments. The urgency is for those LDC's
most interested in supplemeting funds likely to be avail-
éble from banks and multilateral institutions to get to-
gether with OPEC surplus countries to discuss new methods
.of financing that are mutually beneficial.

I can think of a few useful options to consider.
One obvious example would be SDR-denominated loans designed
to lower exchange rate risks. A more novel idea might be
what we call "development equity" securities. These would
be LDC securities that pay a yield based on the average
real rate of return on a package .of development projects.
Or a broader version might be called ? "national income
equity" security, which would pay a yield based on the
overall rate of growth of the country's economy. Other
people have recommended different ideas, and those

suggestions should also be considered.
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Whatever options turn out to be soundest and
most practical, it seems to be clear that this short-cut
approach to recycling is good for everyone. It lets
the LDC country and the OPEC country define mutually
acceptable methods of financing. It spreads the risks
in recycling in a way that would strengthen the capécity
of commercial banks to continue to play an important
role. And it does not put a burden on the industrial
countries'to recommend options that they themselves
might be unwilling to recommend for their own use.

I would hope that we as economists could contribute

as much analytical support as we can, investigating
objectively the potential costs and benefits of various
ideas and proposals, and making the results available
to anyone interested.

Imaginative new financing.tools are going to’
be indispensable to make sure that the“deVelopinq naéions
are not overwhelmed by the difficulty of financing oil~
induced deficits. Maintaining tolerable levels of ]
world economic activity in the period of o0il vulnerability
is a pressing objective. But equally important is the
objective of preventing a third oil shock. That means

loosening OPEC's hold on the oil price and seeing to
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it that massivé payments imbalancesjara gotten rid of.
The only choice is to ﬁrdduce more energy and to conservé
vastly more energy. The long-term solution 1s.develop—
ment of alternative energy sources because that is the
only credible way of assurihg citizens of permanent‘
gains in their living standards. But that dévelopment
will take a lot of time and money. '

In the meantime, we will be better off if we
can induce OPEC to re-think its arithmetic. 1If we can
make the option of keeping oil in the ground a poorer
economic decision than selling it and investing the
proceeds in financial assets, then it will be in OPEC's
own interest to produce more. As they sell more, the
real oil price will moderate.

But to achievevthis result, we need tq create
the expectation of falling demand and market softness.
That entails significant conservation efforts, much
greater than anything we have tried yet. Practically,
it means stiff taxes on gasoline to stimulate rapid
cutbacks in use. It means inspiring public trust that
government, having collected the taxes, will apply the
proceeds judiciously -- in part to cut other taxes,
but in part to recycle revenues to develop alternative
energy sources. But this approach has a big potential

payoff. It is the only feasible way of bridging the

_time gap between today's extreme oil vulnerability and
a more agreeable time .when we have enough of our own

energy to disregard OPEC.
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The Economic and Financial
Effects of the 0il Shock

Roger M. Kubarych*

* The views expressed are those of the author and do not
necessarily represent the views of the Federal Reserve
Bank of New York or the Federal Reserve System. The
author wants to acknowledge the considerable contribu-
tions of Akbar Akhtar, Marcelle Arak, Zdenek Cernohous,
Stephen V.0. Clarke, Mark Dalzell, William Gasser,
David Roberts, Krishan Saini, anéd Dorothy Sobol.
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Impact of the 0Oil Shock

The average OPEC oil price at end-June was about
$31 per barrel, some 150 percent above the level at end-1978.
This huge increase in oil prices transferred wealth and real
income from the oil importing countries to the OPEC countries.
It has also already had significant adverse repercussions on
prices, real growth and current account balances both in the
OECD area and in the non-OPEC developing countries. And
these effects are far from over. While it is difficult, if
not impossible, to estimate precisely the ﬁagnitude and timing
of various consequences, it seems clear that the oil price
increases of the last year and a half will continue to have
major effects on the world economy for at least another year.
And the precarious position of the oil importing nations,
their vulnerability to actions of the OPEC cartel, will
persist until oil dependence is drastically reduced, major con-
sertation is achieved, and alternative supplies come or stream.

The OECD countries were in the middle to late stages
of an economic expansion as the current round of oil price
increases began. 1In the United States and the United Kingdom,
economic activity slowed during 1979, while in many other
countries, growth continued at a moderate pace into the first
quarter of 1980. Up until mid-1979 the expansion of demand
had not caused a major upsurge in domestic inflation rates
in many industrial countries as was the case at the time of
1973~74 oil érice increases. Also, the latest oil price

shock occurred at a time when a few of the industrial
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countries -- the U.K., and Norway -- had become essentially
self sufficient in energy production.

The rise in oil import prices has seriously
worsened inflation in industrial countries, however,
OECD oil imports from OPEC acccunt for about 1/3 of the
current total energy requirements, and were on average
2 3/4 percent of total domestic demand in 1978-79. Just
the direct effects of hicher prices on imported petroleum
could eventually raise the price levels in these countries
by 4 1/2 percent. Considering that other energy prices will
increase too and that other priées and wages may be affected,
its overall impact could be on the order of 8-10 percent.
Perhaps a bit more than half of this effect has already been
transmitted to domestic prices. In the recent sequence of OPEC
price rises, domestic enercy prices have responded very
rapidlyv. Most of the pass through of the higher oil costs
has occurred withinone to two quarters. This is primarily due
to an increased willingness in the industrial countries to
allow domestic energy prices to move to world levels.

The longer term effect on prices may be even greater
*if the rapid rise in prices induces increased money wage
demands to compensate for the lost purchasing power. These
changes, in turn, could lead to wage-price interactions that
ratchet inflation higher. Up until now, however, wage settle-
ments in several of the largest industrial countries have been

- moderate. ~Moreover, the slowdown in domestic demand -- underway

at present —-- is helping restrain wages and prices.
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For the OECD countries, the o0il price hikes of
1979-80 will directly cut real incomes by about 3 percent.
Besides the direct burden of a loss of this size, the income
transfer could reduce aggregate demand and increase unemploy-
ment, lowering real incomes. even further. If OPEC does not
fully spend its enlarged oil revenues or lend to those who
will spend, while OECD residents cut their spending sub-
stantially because of their reduced incomes, then demand for
OECD goods and services will decline. This reduction in
total demand occurred in 1974 and it will probably occur
again now. OPEC'S ability to absorb imports is limited by
physical constraints and by social and economic policies.
Moreover, there may be additional deflationary impact from
changes in consumer and business confidence and from the
obsolescence of a part of the capital stock associated with
higher oil prices.

The U.S., U.K. and Canada are now §oing through a
contraction in output which is aagravated by the oil shock.
Economic activity is also slowing in several European
countries. No substantial improvement in output growth is
expected for the OECD area until well into 1981. 4

The recent growth effects can be offset in part by
reductions in oil purchases. A shift to energy sources other
than oil, for example, would reduce the need for oil imports.
Also, allowing domestic energy prices to reflect the full

impact of OPEC price changes induces some conservation.
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Conservation measures can also be promoted or mandated by
government. Although in the short run, the response of
energy consumption to price increases is modest, Prices do
hnave a noticeable impact on energy usuage. And, over the longer
run, the oil price increases, conservation measures and
other adjustments such as investments in energy-saving pro-
duction processes and design of products embodying eneréy
saving features should induce substantial reduction in the
volume of imports.

Also, over the longer run, additional OPFC spending
in the OECD area may lead to partially offsetting effects
on exports and output.

For the non-OPEC developing countries, the direct
effect of the oil price increases on real growth is likely
to be relatively small providing that they can obtain
financing for their deficits. Oil.imports themselves account
for about 2 percent-of .the groups-combined GDP, and these
imports are highly concentrated in a few of the newly
industrializing countries, These ccuntries have maintained
relatively aigh growth since the last oil shock, but their oil
imports have grown also quite rapidly. The volume of Brazil's
0il imports, for example, has grown nearly 50 percent since
1973, while that of Korea's has nearly doubled, despite both
countries high doﬁestic oil prices and significant conservation
and substitution efforts. While oil is relatively less impor-
tant in-the poorer LDCs, it is critical for their modern sectors -

for mechanized agriculture, irrigation, transportation, and
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electricity. Thus, the oil price has reduced the growth
potential for all LDCs, even those where 0il is not now a

significant component of domestic product.

But on top of these direct effects ©f higher oil
prices, the indirect effects of a slowdown in growth in the
industrial countries and the resulting decline in export
volume growth and commodity prices could be quite substantial.'
Most of the indirect effects will be appearing in late 1980
and in 1981. ‘ For the non-OPEC developing countries, the

total impact on real growth might be on the order ¢f 2 per-

cent by 1981.

If, however, financing problems impel some non-oil
developing countries to slow their rate of import growth further
their overall rate of economic growth will slow substantially
as well. For'most LDCs imported goods are vital in the pro-
duction and development process -- there are no good domestic

--substitutes. While there 15 uSually some scope for cutting
non-essenéial imports without cutting growth, beyond some

point, the restriction of imports will impede growth. Moreover,
some countries may undertake contractionary macroeconomic

policies to reduce imports. Together, these factors suggest
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that growth will be slowed. 1Indeed, after the last oil
shock, both the'growth of imports and that of GNP slowed
significantly from their rates in the years preceding 1974,

Implied in the preceding discussion are substantial
adverse current account effects for both the OECD countries
and the non-OPEC developing countries. The 1980 OECD current
account deficit is expected to be $75-80 billion, up from
around $37 billion deficit in 1979 and $9 billion surplus in
1978. The deterioration is due almost entirely to higher
oil payments. The OECD deficit is projécted to fall con-
siderably in 1981, reflecting slower income growth and the
associated decline in import volume.

The o0il bill of the area will be around $290 billion
in 1980, up from around $140 billiop in 1978. On the basis_
of present projections, the oil bill could increase another
10-12 percent in 1981.

The $80 billion swing in the OECD current account
deficit between 1978 and 1980 would be about 1 percent of GNP,
rougly the same percentage as the 535 billion swing between
1972 and 1974. However, the pattern of current account
balances within the OECD area is distributed better in 1979-80
than in 1973-4. For example, Germany and Japan,ﬁhich can
easily finance them, are incurring large deficitébwhile France,
Itély, and U.K. have small deficits in contrast to last time.

The combined current account deficit of the non-OPEC
developing countries is estimated to increase by $20 billion

or more to about $55 billion in 1980. This projection is



219

based on a reiativelynmdestimport volume growth of about

4 pgrcent.in'lSBO;,about‘cne_halt the average graowth over

the last 3 years. .In 1981, the effects of weakening economic
activity in the indﬁstrial countries, on top of the .0il

price effects, will produce further deterio:a;ion in the
current account position of these countries. )

The deteriorafion in.the current account balances
for the OECD area and the non-OPEC developing countries is
mirrored in largg surpluses for OPEC. OPEC is now running a
substantial current account surplus -- over $100 billion at
an annual rate-.and is expected to run a surplus only slightly
less in 1981. The 150 percent increase in oil prices since
1978 and the relatively modest growth of OPEC imports,
partly due to a precipitous fall in Iranian imports,
are the major factors behind the substantial enlargement of
the surplus. 4

These large surpluses are likely to persist; That
would be in contrast to the experience after the first oil
price shock, when the erosion of the real price of oil and a
surge in import growth practically eliminated the huge
surpluses OPEC had been running by 1978. First, the real
price of oil is expected to remain firm because OPEC members
appear prepared to trim output to match demand. Already
this year reductions in OPEC oil production of nearly 3 «
million barrels daily have partly ;Egégé‘reductions in oil
demand caused by conservation, recession and an end to oil

stockbuilding.* That response has prevented a major oil. glut

*Non-OPEC oil production, mearwhile, has risen by less than 1/2 million
barrels a day.
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from developing which could have put strong downward pressure
on oil prices. It is worth noting, however, that the oil
market has eased enough so that spot oil prices ‘have

declined considerably from their 1979 peaks.

Second, the growth of OPEC imports is expected to
average only 15 percent in real terms over the next few.
yeafs. By comparison real growth averaged 50»§ercent in
1974-75. However, in subsequent years import growth moderated
and in 1978 imports actually fell by 1 percent. Then in 1979
a 70 percent decline in Iranian import volume contributed ‘to
a 15 percent decline in OPEC import volume as a whole.

Iran's imports, which previously accounted for 20 percent of
the world's exports to OPEC, have not reéovered £rxom this
plunge and the prospects for the Iranian economy and import
demand remain bleak. Elsewhere in OPEC, concerns about the
inflationary and social costs of too rapid economic growth
were sharpened by the Iranian experience and may lead to
greater efforts to constrain import growth in the future.
Moreover, recollection of sizable current account deficits and
heavy borrowing from 1977 to 1979 may keep several OPEC
countries from moving too quickly back into deficit.

Not only will OPEC imports grow modestly relative to
their surplus, but the import demands are likely to be spread
very unevenly among exporting countries. O©On the basis of
past experience, the OPEC countries tend to import mainly from
the industrial countries and mainly from those which produce
capital goodé and military equipment (See Table I). However,

while the LDCs have not gotten a large share of the OPEC goods
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Table .1

rts of OPEC Countries

Im)
(in ExIIlons of U.S. dollars)

1973

15.90

2.59
1.23

18.72

1976
52.88

7.96
3.09

63.93

75.24

14.65
5.65

95.54




222

trade, they are participating actively'in construction pro-

jects in the OPEC nations.

Financingﬁthe ceficits

How will the OPEC surpluses reach the countries
which need to finance deficits? So far, it appears that
the industrial countries with deficits will be receiving
sufficient inflows through the private markets and through
some officially negotiated facilities. BHowever, there is
considerable uncertainty on how the deficits of the LDCs

will be financed.

In 1979, there were large private and OPEC capital
inflows into the OECD area. This helped to finance the swiné
of the OECD current account from a survlus of $9 billion in
1978 to a deficit of $37 billion in 1979. Within the area,
however, several countries becayse of the pattern of flows
temporarily used reserves. Early this year the net capital
inflow into the area accelerated, aided by a relaxation of
capital controls in several major countries. This pattern of
capital movements into the OECD countries as a qroup is ex-
pected to continue through the next year. As a result, few
of these countries are likely to encounter serious difficuties

in financing their current account deficits.

For the developing countries, the impact of the latest
0il shock on current account deficits should be roughly
comparable to the effect of the first oil shock. But financing

these deficits may pose more difficult problems this time.
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Between 1973 &nd 1975 LDC imports grew by over 6Q
percent and the aggregate current account deficit rose from
2 percent of GDP. to almost 6 percent eof GDP. Financing these
large deficits led to a rapid increase'in'ekternal debt.
Total external debt more‘ﬁhan doubléd within four years
and reached $350 hillion By the end of the decade.

Taken as a group, developing countries have been able
to bear the increased debt burden relatively.well. Although
the standard measures of debt burden indicate some increases
over the period, most céuntries have beeﬁ able to stimulate
sufficient growth in GDP and expokts to avoid serious payments
difficulties. ' But the direct and indirect effects of the
latest oil shock will require substantial additional flows
from official and private lenders to maintain growth in GDP
at tolerable levels.

The means of financing the current account deficits
vary widely among developing,countriesT grivaté financial
lending has been ﬁhe major source of funds for only a small
group of LDCs. Ten countries received over three-quarters
of total bank lending These major borrowers have large
economies and rapidl? growing export sectors. They account
for about half of the current'éccount deficits of all developing
countries. Although the 1973 shock reduced their rate of
GNP growth, they have managed to continue their developmept.
As a ¢group, their ratio of total debt to exports has actually

declined since 1973 while the debt service/exports ratio in-

creased. only moderately. Still several of the major borrowers

* These ten are Argentina, Brazil, Chile, Colombia, Mexico,
Peru, Korea, Philippines, Taiwanfand Thailand.
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depend heavily on imported oil to suppcrt industralization.

The latest oil shock will make their development process more
difficult. However, provided that these counfries maintain
sound economic policies, there i$S no reason .to. believe that
their long-texrm prospects or their underlring credit-worthiness
have been permanently eroded.

Of course it is possible that individual countries
within this grbup will encounter occasional payments
difficulties. A-few of these major borrowérsA—— Brazil,

Korea and Taiwaﬁ -- are heavily dependent on imported oil,
while others -- Argentina-and Colombia -~ are neafly sglf
sufficient ;na a couple -- Mexico and Peru -- are net oil
exportefs. Thus the direct impact of the oil price shock
varies greatly wiéhin the group. However, past experience

has shown this to be a group of relatively flexiblé and
dynamic economies with strong long-term growth potentials.

As a result, their ability to adjust to,the oil price shock
depends as much on their taking appropriate policy actions as
the size of the initial shock. With proper adjustment policies
no serious pe¥sisteﬂt disruption need occur. Commercial banks
have shown themselves wllllnq to cooperate in these circum-
stances. Moreover, 1nternatlonal lending agencles, particu-
larly the IMF, can play an important role in providing both
funds and guidance towafd solving these problems.

Fot the large number developing countries which
have not obtained substanfial private finance, the problems

of financing their deficits are more difficult. These
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countries generally have slower growth in GDP and exports.
Thef frequently depend on exports of primary commodities
whose prices tend to fall as world economic activity slows.
While their oil imports are not large by world standards,
most have few alternatives to imported oil for their small
modern sectors. Increased costs of petroleum-based fertilizers
and insecticides have harmed their agricultural development.
Indeed, GDP growth averaged only about 4 percent after 1973
which, combined with their rapidly growing populations,
meant almost no increase in per-capita income. Moreover,
current account deficits of these low income. countries have
averaged over 6 percent of GDP. .

Financing these deficits led to a tripling of their
external debt. Although most of these funds were obtained
from official lenders, who offered relatively low
interest rates and long maturities on these loans, the debt
burden of these countries has risen substantially. The pro-
portion of GDP required to pay debt service is increasing
and the public debt service/exports ratio has increased fram
almost .8 percent in 1973 to over 12 percent by 1979.
Although these countries have generally been able to avoid
defaults, the debt burden on countries which have the léwest
per-capita incomes in becoming increasingly heavv. Financing
the substantial additional current account deficit caused by

“the latest oil shock is a very serious problem.
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The Role of Commercial Banks

International banks provided the bulk of LDC finance

following the last oil price shock, recycling funds from the
surplus OPEC countries to the deficit countries. Their
long-term lending to non-oil LDC governmeﬁts and government-
guaranteed projects rose more than $50 billion in the
1974-78 period. 1In addition, these banks provided an impor-
tant source of funds in the form of non-guaranteed and short
term trade-related qredits. Overall, banks from G-10 countries
which report to the BIS have recorded about a $100 billion
increase in their total claims on non-CPEC LDCs since rea-
sonably comprehensive data became available in 1974 (See Table II).

Through most of 1979, international banks again played
the major role in recycling. Bank claims on non-OPEC
developing countries reporting to the BIS rose more than $35
billion over the course of the year. But again three guarters
bf this lending went to the ten major borrowers. Moreover,
events in late 1979 began to seriously cloud the outlook for
substantial increases in bank lending to a number of LDC
borrowers. Events in Iran increased the perception of politi-
cal risk, even on investments in countries whcse economies
‘had strong growth records. The higher oil prices and
deteriorating world economic outlook has raised the perceived
economic risk as well. Thus, spreads have widened for some
borrowers, while maturities have been cut back.

Many of the major LDCs have delayed or cut back planned
borrowings so the pace of new bank lending has fallen dramati-

cally in the first half of this year, despite the growing
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deficits. For example, new publicly announced eurocurrency
credits were only $9 billion in the first six months com-
pared with $15 1/2 billion in the same period last year.
Although the pace picked up some in the second quarter when
$5.6 billion were announced, this remains well below the

$6.8 billion of a year earlier. Unpublicized loans and more
reliance on trade or suppliers credits may have replaced
syndicated loans to some extent. However, borrowing needs

of the non-oil LDCs had increased considerably so that the
banks were handling less of the recycling than might have

been anticipated. It appeared that banks were unwilling to
lend larger amounts at the same spread over LIBOR. And
earlier this year, interest rates rose sharply, further dis-

" couraging many borrowers who instead drew down their reserves.
Of course, their reserve drawdowns are not sustainable.
Moreover, alternative sources of funds such as trade credits
and private borrowing tend to be more expensive than syndicated
bank loans. These factors suggest that creditworthy borrowers
will again seek syndicated credits, but will encounter wider

spreads over LIBOR than had prevailed in the past few years.

Bilateral aid and credits

A substantial portion of the LDC deficit financing,
particularly for those who have not borrowed from the banks,

has been through official institutions. For example in 1979,

bilateral grants to the LDCs totaled about $10 billion and

new bilateral credits, most provided on concessional terms,
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were also about $10 billion.

Asg far as the industrial count;ies are concerned,
there is little domestic sentiment in favor of increasing
grants and soft loans to the LDCs. The OPEC nations, on-
the other hand, have increased their loans to certain of
the LDCs -- mainly countries such as Egypt, Syria, Sudan
and Jordan ~-- but neither the scale of this lending nor its
distribution is sufficient to finance more than a small part

of the new current account deficits of the LDCs.

Multilateral aid and credits

Whilé bilateral credits are unlikely to expand much,
the prospects for increased multilateral credits are
encouraging. Net lending by the IMF to nonoil developing
countries could well be at a record level in 1980, surpassing
the increase in IMF lending after the first oil shock in
1974-75. This expectation is based upon the sizable growth
in IMF commitments as well as the $1.3 billion in lending
that has already occurred this year. ‘

. Standby credit arrangements with the nonoil LDCs
rose from less than $1.6 billion at end-1978 to $3 billion
at end-1979 and $4.2 billion at the end of May 1980. Moreover,
last June the IMF agreed to a new standby arrangement for two
Southern European countries: $1.6 billion for Turkey and
about $450 million for Yugoslavia, raising the total commit-

ment to the broader group of LDCs to over $6& billion.
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The standby credits represent credit tranche and
extended fund facility credits which will be available for
drawing on the average over the next 18 months, subject to
the borrowing country's meeting IMF policy guidelines.

New drawings of Fund credit are likely to increase
substantially over the next 6-12 months if the Fund approves
drawings of all commitments as scheduled. Out of the $4 billion
standbv credit committed at the end of May, about $3 billion
was still unused and available for drawing, The funding of
the available standby credit includes $2 billionAearmarked
from the Special Financing Facility (SFF). In June, about
$2 billion addditional was earmarked as part of the funding of
standby credits to Turkey and Yugoslavia. Thus, with the one
billion already used in the funding of earlier drawings, the
amount of SFF funds committed has reached about $5 billion, half
of the $10 billion SFF total.

The scheduled 50 pereent increase in the general quota
would add, at current exchanage rates, about $25 billion to
the Fund's resources of which some $16-18 billion should
be "usable currencies" available for lending.

The World Bank Group (IBRD, IDA, IFC) lending has been

arowing, but it still provides only a small vart of the
financing. This year it would provide about $5 billion, or
less than 10 pereent of the LDC current account deficit. More-~
over, while the World Bank loan commitments should approach the
$12 billion mark this year (about double the amount in 1975),

the disbursements remain slow due to the fairly long time
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required to complete projects. The newly-instituted "structural
adjustment" lending is intended to speed up disbursements,

but it is unlikely to exceed $1 billion over the next 18

months. This lending is designed to support policy reforms
which would help developing countries‘adjust to changes in

world economic conditions. The structural adjustment lending
program is similar to the Extended Fund facility lending

program of the IMF Qnd could very well be administered in

a coordinated way.
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Alternative Financing Approaches

The strains on the world economy resulting from the
second o0il shock are unlikely to moderate in the near future.
on the contrary, these strains are likely to intensify,
leaving some countries poorly equipped to cope with their
effects.

In this environment, the major concern is not about
the OECD countries. These countries should continue to
receive adequate financing for their payments deficits from
the commercial banks and other sources. Rather, the concern
focuses on some of the non-oil LDCs whose payments outlook
has become or threatens to become serious. In reassessing
the risks involved, commercial banks have become more reluc-
tant to expand their exposure in the low income LDCs and to
offer the same maanitude of financing to certain other
countries as was forthcoming in the period following the first
0il shock. Consequently, other channels of financing need to
be kept open to assure that adequate qrowtﬁ of world trade
and income is sustained in the difficult period ahead.

While the World Bank is increasina its range of

activities, the IMF has the major responsibility for balance
of payments financing. Compared to other lenders able to
provide resources on a larce scale, the value of the Fund rests
primarily in its ability to ensure that any transfer of
resources, beyond a specified fraction of a member's quota,
ig related to the adoption of policies designed to correct the

need for the financing. The imposition of these policies
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effectively provides the necessary confidence that adjustment
will be achieved and thereby ensures that flows of external
funds from other sources will also be available on a continuing
basis. '

One of the problems that has resulted frém the Funds's
conditional form of lending, however, is that countries have
often proved reluctant to submit their economies to the
Fund's quidance until other sources of funds dried up.
Recognizing this, the Fund began to review its policies on
conditionality a few years ago and last year formalized a new
set of guidelines in ways which allow for a greater degree
of flexibility than previously prevailed. These new guide-
lines emphasize the need to encourace members to adopt
corrective policies at an early stage of their payments
difficulties and recognize that some countries may require
adjustment periods of more than one year usually associated
with Fund lending. Furthér, the new guidelines stipulate
that performance criteria should normally be confined to macro-
econcmic variables and that the domestic social and political

objectives of countries should be considered.

In addition, the Fund has also adopted a number of
measures in recent years to increase the volume and avail-
ability of loans relative to quotas. For example, in 1279
the Fund provided that resources from the supplementary

financing facility could be used up to 300 percent of quota.
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This raised the potential use of conditional reserves as far
as 465 percent of quota in the ccntext of an extended agree-
ment. In view of the potential magnitude of the paymerts
deficits many countries will be facing the years ahead, it
may be desirable for the Fund to liberalize furthker these
criteria.

These innovations 6n the part of the Fund are con-
structive. The lengthening of its lending periods, for
example, widens the choice of alternative policy instruments
available to borrowing countries and provides greater lati-
tude with respect to adjustment programs. More gradual pro-
gress toward adjustment can improve the feasibility of a
program, in particular, if it permits a more acceptable
distribution of the burdens involved.

At the same time, however, there may be other ways
for the Fund to improve the recycling process. For example,
the Fund may be able to take a more active part than it now
does in promoting and mobilizing an increasing amount of
financial flows through its technical assistance in organizing
and participating in consultative groups and creditor clubs.

Furthermore, in view of the overriding importance of
energy costs in the recent payments imbalances, the Fund may
wish to give special attention to energy volicies in formula-
ting its support programs. This is an area of particular
expertise for the World Bank. In this, as well as in other
policy areas, the Fund and the Bank may find it useful to
develop and coordinate further their respective lending

activities.
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It is probable that the Fund's regular resources
together with the as yet uncommitted part of its supplemental
financing facility and planned quota increases will be
adequate for the near term. But some strengthening of the
Fund's liquidity may be desirable in 1981 and beyond,
particularly since the Fund may by then be assuming an even
more active role in the recycling problem that it has
assumed to date. This contingency is recognized in the
directive adopted by the Interim Committee at its April
meeting in Hamburg. It encourages the Managing Director of
the Fund to begin discussions with potential official lenders
regarding the terms and conditions under which the Fund could
borrow additional funds if, and when, the need arose. Pro-
vision of additional resources by means of further quota
increases or direct borrowing should be seriously considered.
Direct borrowing could be arranged through either certain
groups of lenders or a set of bilateral agreements.

There is good reason to support a strengthened role
for the IMF in the recycling effort. But, in addition, the
oil-producing countries must also take a more direct part
in recycling their surplus funds to LDCs in deficit. An
increase.in their direct investment and aid flows would be
especially desirable. But, realistically, investments in
financial assets are the most obvious vehicle.

However, the range of financial assets available to
OPEC investors in LDCs is not broad. Local_capital markets

are largely undeveloped; equity markets typically are non-
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existent. Nevertheless, OPEC members have an interest in a
diversified portfolio of assets and that should normally
include some types of LDC-based securities. The challenae
is for the two sides to develop financial instruments that
serve mutual interests. Potentially, those instruments could
include features that are not normally available in the
financial markets of industrial countries. It is difficult
to say precisely what specific forms these instruments should
take. But features that greatly reduced exchange rate risks,
for example, SDR denominated issues, would be natural ones' to
explore, and other options may also prove mutually attractive.
» Another suggestion to encourage direct lending by OPEC
investors to non-oil developing countries would be to have
the potential borrowers group together to offer collective
insurance against payments interruptions. This alternative,
while discussed before without enthusiasm, might be reconsidered.
Finally, in those LDCs where equity markets are not
developed, the concept of the government issuing "development
equity" securities -- LDC instruments whose rate of return is
keyed to the average return on a basket of development projects --
could have appeal to foreign investors. In addition, some
countries could consider issuing broader "national income
equity" instruments, whose yield is keyed into the over-
all growth rate of the econcmy. This general area deserves
attention and further studying to determine the methods which

have the best chance of stimulatino significant inflows of funds.
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The important point is that OPEC countries must
recognize a responsibility for the financial consequences
of their pricing actions. A cooperative approach of working
with individual LDCs, when appropriate wiéh the technical
assistance of the IMF or World Bank, could lead to develop-
ment of imaginative financing tools that could relieve some

of the pain of the oil-induced deficits of LDCs.

68-425 0—80——16
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Energy Policy

Imaginative financing arrangements to permit deficits
to be adequately financed are indispensable to avoid unaccept-
able economic disruption in the near term. But these arrange-
ments cannot correct the fundamental difficulties that have
given rise to the international oil problem. Elimination of
these difficulties requires major efforts in the oil-consuming
countries both to conserve energy, in particular petroleum,
and also to develop alternative energy sources. It is
heartening that consumers are responding to higher prices by
cutting back purchases. The elasticities are perhaps smaller
than they could be, but they are still there. And some national
policies have alse centributed to enerqy coenservation. However,
the U.S. and other industrial countries can do much to
encourage conservation.

The governments of these countries have recognized this,
at least in general terms. At the Venice Summit the
United States and other major countries agreed to encourage
the use of existing petroleum substitutes both by households
and businesses, to conserve energy by improving insulation in
buildings, improving on mass transit, and increasing fuel
efficiency in motor vehicles. Moreover, the summit declaration
mentions a wide range of possibilities for developing enerqy
supplies other than oil. These include the increased use of
coal in the medium term, and a substantial rise in the production

of synthetic fuels and solar power in the longer term.
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The program outlined at the Venice Summit de;ervés
vigorous support, but as the governments themselves recognize,
the proposed policies could not have a major influence on the
oil market for some years. The pressing néed is for measures
that would have an immediate impact. There are several
options. One possibility is to put on substantial excise
taxes on gasoline, implemented through a series of yearly
increments. This overall approach would constitute a form of
"domestic recycling”, whsrgpy part of the taxes that would
otherwise be paid to OPEC in the form of higher oil prices
could be paid to ourselves instead.

Domestic recycling through such a tax would have
multiple benefits. A further rise in gasoline prices would
speed the process of consumer conservation, as well as acceler~
ate efforts to_achieve greater fuel economy in motor vehicles.
A portion of the revenues raised by the tax can be put back
into the economy.

Part can also be recycled into development of
alternative energy source development, and into investments
to embody more energy saving in new products. Finally,
domestic recycling, to the extent that it reduces the resource
drain to QPEC, can improve the balance of payments and relieve

pressure, both direct and indirect, on the dollar.
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Most important, a serious effort to conserve would
carry a Clear message to OPEC that the United States is
determined to reduce its dependence on imported cil. It
would set a standard that other oil-consuming countries cculd
also seek to follow. And it could change the OPEC calculus
ard make it far more likely that leaving oil in the ground
would be a poorer economic decision than selling the oil
and investing in financial assets. That is the surest way
of relieving long-term tautness in the oil market and reducing
the chance that the world economy would be subjected to yet

another oil shock in the future.

Senator BrabpLEY. Thank you very much, Mr. Kubarych, for your
statement. There are creative ideas in there as well as a clear and
thorough analysis of financial problems that result from the energy
shocks. Now, 1 would like to proceed by asking more general ques-
tions and then coming to some of your specific recommendations a
little later in the hearing.

I think the pernicious aspects that these oil shocks have had is,
as I said in my opening statement, the combination of recessionary
pressures and inflationary pressures both resulting from oil price
increases.

I was wondering which you regard as the greatest danger to our
economy? .

Mr. KuBarycH. I put it in a slightly different way. The greatest
danger is the massive shift of wealth, real wealth. We are poorer
because they have raised prices and have an ability to raise prices
further. Because we are poorer we must consume less or have less
resources to spend on those particular projects and social objectives
that we would like to spend money on. We do not have that
flexibility any more. :

The recessionary effect, is part of the dynamic process of adjust-
ment. But the basic pain of OPEC is that they have made us less
wealthy. We will try to adjust to that drain.

Some people try to get that money back to spend by seeking
higher nominal wage increases. But because the absolute transfer
of wealth has already happened we all as individuals in this econo-
my cannot do that. We simply create inflationary dynamics that
make other aspects of policy more difficult.

On the recessionary effects that stem from the loss of income, it
is worth remembering that the shift in wealth to OPEC changes in
a very important way the world’s overall propensity to save. In
that sense it provides a kind of opportunity.

On the average, OPEC saves more of a dollar of their earnings,
particularly the low absorbers like the countries in the Persian
Gulf, than ordinary people in industrial countries and developing
countries.

So you have a shift in world patterns of spending toward saving.
Now the basic textbooks that we grew up on present that as an
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opportunity. If we cannot close that gap with greater investment
but try to consume the difference, then we are nowhere. That is
because they retain the ability to raise oil prices and we are
consuming out of actually a weakened level of income and wealth,
and we have nothing to show for it.

But because that savings is there—it is not just potential savings,
it is actual savings—we can take steps to mobilize that savings,
increasing our own investment. In a way this additional savings
shows that OPEC countries in the aggregate do not feel that they
have the investment programs that are worthwhile taking, either
because of sociological and political concerns or whatever.

We have such projects in this country, other industrial countries
and certainly the LDC’s. So we can offset the depressing effects of
their increased savings by increasing our investment. Or we can
mistakenly try to offset the depressing effects by increasing our
consumption. If we do that, we do not solve the problem. We
compound it.

Senator BRapLEY. I want to come back to this again, but just to
follow that line of thinking, as you attempt to lure back the part of
the dollar that certain OPEC countries save, a part that is larger
than what would be saved in Western economies, what has to
occur? It has to be lured into a long-term investment, not a short-
term investment, wouldn’t you agree?

Mr. KuBarvcH. They have to buy long-term financial assets
rather than short-term financial assets.

Senator BRADLEY. And they haven’t done that. ‘

Mr. KuBarycH. Well, I do not think that they have done so
sufficiently. There is no fixed pattern to their investments and it
changes over time. When you look at the aggregate it depends a
great deal on three or four countries, or the major savers in this
group. There is obviously a dynamic to the way they invest their
resources. Characteristically, surpluses start off invested in short-
term bank deposits and then more and more other types of assets
get bought over time. o .

I agree with you completely that their interests should be in
acquiring longer term financial assets because their interests must
be in the long-term future of their overall economic position. They
must look beyond this temporary oil vulnerability and recognize an
underlying interest in long-term assets.

There is a problem. It is not a great problem for us, since we
have a great menu of potential assets -of a long-term nature that
they can buy here, including equity participation. That raises other
problems but at this level of abstraction it is worth reminding
ourselves that we have this financial menu to offer them.

Most other countries do not have that financial variety. So that
is why I emphasize that while the general problem is the same for
all countries which are net oil importers, the specific problem of
mobilizing OPEC savings for investment is going to be more diffi-
cult in those countries which do not have strong financial markets
than for us.

That does not mean that we are guaranteed to make the neces-
sary shift from consumption to investment smoothly. It will take
other incentives. But at least we do not have a gaping hole in-
financial markets. We have strong financial markets. Maybe I am
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oblique to your point. But I do think there is a complicated set of
different problems for different parts of both the industrial world
and the developing world.

~ Senator BrRabpLEY. When you are confronted with a situation like
Iran, a drop in production, and therefore a very rapid increase in
price, 110 percent in 1 year, it is the initial response of the policy-
maker to respond to that inflationary price increase by contracting
economic act1v1ty

I think that is what has happened to the economy in the course
of the last 3 or 4 months. Now what I am asking, and the thought
underlying the question that 1 first posed, isn’t there a danger of
over contracting the economy in response to an oil price rise be-
cause one does not understand the recessionary pressures that are
implicit in a dramatic increase in the price of oil.

Shouldn’t we therefore try to be a little more balanced in our
response?

Mr. KusarycH. Now I understand exactly what your question is,
and I basically do not agree with you. I do not basically think that
the steepness of this correction that we have had in our domestic
economy was triggered by the effects from the oil shock, although
oil was an element in the process.

I think we became poorer as soon as that 110 percent oil price
rise that you mentioned started to come through. And because we
had been so slow in reacting before and then finally reached a
consensus in favor of oil price decontrol, we had a double barreled
effect. In that situation, I think that our consumers behaved quite
naturally. They tried to maintain a level of consumption that was
not at all compatible and harmonious with their changed real
position. So they put off the day for quite some time when they
would have to adjust their living standards. That did not happen
gradually.

What happened was that the adjustment got telescoped into a
very short number of weeks because of a strong psychological
change among consumers. There were a number of reasons for
that. The credit restraint program was one of the catalysts and
there were other catalysts.

But the fact of the matter is that if our consumers would have
gradually changed the structure and pattern of their spénding in
harmony with the reduced wealth because of the oil shock, we
would not have had this sharp recession. We would have had a
much more gradual period of adjustment. -

But they did not do that. You know what happened to the
savings rate. It went in just the perverse way. When that swung
around sharply in April from well under 4 percent to almost
percent in a period of a few days, then you had that sharp correc-
tion on the consumer side.

So I am certainly agreeing with you that it would have been
much better not to have had that type of correction but the reason
we1 _had that correction was not because of some overkill from
policy.

Senator BrapLEY. The failure to adjust?

Mr. KuBarvycH. The consumer acts in a discrete way and not in a
smooth incremental way. That kind of consumer behavior leads to
enormous unpredictability. I do not think one would have predicted



243

. such a sharp change in consumer patterns in such a short period of
time. : o : - ‘ :

Senator BrRADLEY. There are those people who argue that if you
have a rapid increase in the price of oil that one of the ways you
can accommodate that loss, to the economy what you refer to when
you say “people are poorer,” is by increasing the money supply.
Now, do you feel that you can increase the money supply in re-
sponse -to an oil price increase without releasing rather severe
inflationary secondary effects in the economy?

Mr. KuBarycH. 1 totally disagree with the point that you can
offset the effect on the consumer of a major shift in relative prices
by increasing the money supply beyond what you would have had
otherwise. That is because at a time when many sectors of the
economy are fairly near their full capacity utilization, there is not
a lot of slack in the economy. There is not very much give or
flexibility to produce more in a short period of time.

Under those circumstances, to validate that relative price change
with monetary expansion has to be inflationary. Not only must it
be inflationary but even ordinary people are going to see it is
inflationary. They are going to do things like sell off bonds as they
did in January, move into real estate, and borrow to finance pur-
chases. You are not going .to be able to deceive people under those
kinds of circumstances.

There are other circumstances where there is slack in the econo-
my when increasing the monetary growth from where it was would
not have a broad inflationary effect. It would be minor. But when
there is a strong perception that the economy is fairly near full
capacity in many sectors, if you accelerated monetary expansion to
validate that——

Senator BraDLEY. Did you say “invalidate’?

Mr. KuBarycH. To validate the oil price change, then the infla-
tionary effects will be very strong because people will not be de-
ceived. That is a very uncomfortable answer but that is my judg-
ment.

Senator BrADLEY. Well, it is the answer of someone who wants to
squeeze tighter, but I understand your point. Do you anticipate
that the OPEC surpluses will increase or decrease as we move into
the 1980°s?

Mr. KusarycH. I think that they will be in a narrow band
between something on the order of $90 billion and something on
the order of $130 billion. They will be larger when the world
economy is growing a little bit faster and they will be smaller the
other way.

Next year they will probably be under $100 billion but if they
turned out to be higher during late 1981 and into 1982, when
growth probably will improve in the OECD, then I could easily see
something around $130 billion. This would be on the basis of what
we might call neutral oil price assumptions——

Senator BRapLEY. Which means no shock?

Mr. KuBarycH. No new shock.

Senator BrRaDLEY. Have you worked through any figures as to
what the oil price effect might be if part of the Persian Gulf supply

“to us, say the 3.5 million barrels we import a day were lost?
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. Mr. KUBARYCH If you lose how many barrels a day? :

Senator BRADLEY. The United States gets about 3.5 million bar-
rels a day from the Persian Gulf. Let us say, for argument’s sake,
that the.world production is 49 to 50 million barrels a day. If you
lose 4 million barrels a day, roughly 8 to 9 percent of the world’s
supply, what would that translate into in world price of 0il?

Mr. KuBarycH. That is about the hardest question so far. It
depends on how permanently we lose it and of course it depends
very much on who loses it. If it is lost, for example, for reasons
that look unrecoverable, particularly in those areas that have large
proven reserves so that not only the current 3.5 million barrels a
day is extinct but the future production is in jeopardy, then the
changes in perceptions will be phenomenal and the price increases
are going to be very sharp indeed.

I will not give you a number because it Would be such a large
number that it would sound alarmist. But if it were 3.5 million"
barrels a day spread out among a number of countries, and that
could easily happen, then that may be all that is necessary to
support a moderate real oil price increase.

Senator BrRADLEY. Let me tell you what the Congressional Budget
Office said. If you lost 3.5 million barrels of oil a day for 1 year,
that would translate into an increase in inflation of up to 20
percent inflation and it would result as well in a loss to the
economy of $110 billion to $150 billion in 1 year.

fNow I think that is a vivid demonstration of this combination
effect.

Mr. KuBarycH. That is definitely well within the realm of under-
standing. You can get that kind of scenario without stretching
credibility.

Senator BrRaDLEY. One of the suggestions to bridge that gap has
been made is a so-called disruption tariff. Let me explain the
concept. If we lost 3.5 million barrels of oil tomorrow, we know the
price is going to go up. The question is who is going to benefit from
that increase in price? Will it be OPEC or will it be the consuming
nations?

For example, in the last year when prices went up 110 percent,
the Government of France made more money and got more reve-
nue than the Government of Venezuela because they had a price
structure that was highly tax oriented. The argument of the dis-
ruption tariff is that when an interruption occurs you put in a big
tariff so the money stays in the United States. You also get de-
creasing consumption because of the higher price. Now, from an
economic standpoint, does that make sense?

Mr. Kuearycr. I think it makes excellent sense. I think you are
not going to be able to predict with any certainty exactly how"
easily the adjustment can be made.

Senator BRapLEY. What kind of questions would you ask in order
to determine what the level of the tariff should be?

Mr. KuBarycH. As for the numbers, 3.5 million barrels a day
mentioned, OPEC production has gone down by 3 million barrels a
day this year. The reasons we have not had a new round of massive
price increases is because demand has gone down for the reasons I
mentioned.
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Senator BrRaDLEY. And also because the decrease in production
has been done quietly?

Mr. KuBarycH. It is spread out, it was not concentrated, and it
was not in an area that looked like it was a once and for all
change. Instead, it looks primarily like a modulation of production
plans. So that is very important in this calculus.

But let us look at this tariff idea or any kind of tax idea. If any
amount of oil is taken out, the most important question is what
kind of demand responses are there going to be? Now, if you have
uncoordinated, myopic decisions by different countries and differ-
ent companies to take care of themselves by building up stocks and
finding every barrel for inventory that they can find, then the
price escalation is going to be phenomenal. You are going to have a
kind of frenetic inventory process that is going to be mutually self-
defeating because by your assumption that oil is not there. By
everybody acting individually and trying to protect themselves,
they will be the ones that will force the oil price up sharply.

The high tariff policy can generate an expectation immediately
on the part of the people who would be building up those inven-
tories that the demand will be contained. It changes their percep-
tions of what they need in inventory. You prevent that inventory
buildup. Right from the start you do that by giving a strong signal
that the demand is going to be lower because you are using a price
mechanism to reduce that demand.

You can do that in other ways too. At this level of analysis you
could try to foster the expectation of lower demand by just telling
people not to consume it. I do not think that works, but the price
mechanism can work. That is the best payoff from the tariff or
high tax approach because you truncate the inventory building
process that otherwise provides the momentum for the price in-
crease.

If you can get a hold on the price increase right from the start,
you essentially create the conditions for overall market supply and
demand that do not lead people to be bidding seriously for the oil
that is there.

Senator BRADLEY. Has the Federal Reserve done any elasticity
studies on this?

Mr. KuBarycH. We have done some.

Senator BrabpLEY. What is your number?

Mr. KuBarycH. We use something on the order of 0.4 in the
short term for gasoline and 0.8 in the medium term.

Senator BRADLEY. Those are your figures and your people have
arrived at that?

Mr. KuBarycH. They have atrived at that by digesting the re-
sults of a number of econometric studies.

Senator BRADLEY. That is not a Department of Energy figure?

Mr. KuBarycH. No, it does not mean that they are any better or
any worse. These are the figures that our economists use.

Senator BRADLEY. That is 0.4 for gasoline?

Mr. KuBarycH. Something like 0.4 for gasoline in the first year
and something on the order of 0.8 for longer time periods. For all
oil it is a little higher than that because in the short term 1ndustry
can adjust more easily than the automobile driver.
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Senator BRADLEY. You directed some attention in your prepared
statement to the question of inducing- 0il producers to produce oil
because it is more in their interest.

Mr. KuBarycH. That is right.

Senator BRaDLEY. Than to keep it in the ground.

Mr. KuBaRYCH. Yes.

Senator BRADLEY. Now, if they would do that, that would require
them to believe that they would get a higher return on investing
earnings from oil sales now than on keeping oil in the ground.
That assumes that their investments held long term will out-pace
inflation, among other things.

Now, there are a lot of ideas around. You have given us two
today and I would like to get your reaction to several others. One
idea is to offer OPEC bonds, to pay for the oil with bonds backed by
gold in full or in part.

Others such as Walter Levy have suggested that the bond be
linked to a basket of various industrial or major industrial goods.
You have suggested development equity and an income equity
securities.

Could you talk about the relative merits of each of those four?
First, I would like you to talk about the first two and then we will
come to your two suggestions.

Mi KusarycH. I do not think, or my general point is I do not
think——

Senator BRADLEY. And let me just say this: I asked this question
having spent a number of hours with oil ministers in Saudi Arabia
and Iraq and having them tell me that they are going to keep the
oil in the ground unless they have an assurance that they will
make more than inflation by investing in the Western world.

Mr. KuBarycH. I understand why they might tell you that be-
cause I cannot understand how they would ever want to tell you
anything else.

enator BRADLEY. You can tell me how they can do that now.

Mr. KuBaRrycH. I want to be very careful here that we first take
heed of principle No. 1. Let us not propose for other people that
which we will not be willing to do for ourselves. I do not think this
is presumptuous. To the contrary, it may seem patronizing to
people in other countries when some of these ideas are put forward
in that spirit. I would reject them just on that principle.

Senator BrabLEY. I do not understand that.

Mr. KuBarycH. I would not be terribly comfortable with the
United States issuing gold-backed securities.

Senator BRaApLEY. Why is that?

Mr. KuBarycH. To anybody.

Senator BRADLEY. Why is that? I am sure you are aware that we
are going to have a presidential campaign where this might be an
issue, where we will have one candiate talking about the return to
the gold standard. It won’t be William Jennings Bryan, he opposed
that, and it won’t be William McKinley this time either.

Mr. KuarvcH. First of all the problem with introducing these
kinds of instruments when you already have a fairly sophisticated
market is that you have a tremendous problem in convincing
people that they should not lose confidence in what has been your
basic strength for a long time—a deep, broad, and very efficient
Government securities market.
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There is a public good-associated with that market. It shows in a
tangible way in that the U.S. Government borrows cheaper than
anybody else in the financial markets. One of the primary reasons
it borrows more cheaply is that the market i better. It is a strong
market and a very flexible one. Muddying the waters by introduc-
ing new kinds of instruments into that market can be a problem
for the existing issues. That is an important point.

Senator BRADLEY. It makes those issues less attractive?

Mr. KusarycH. It is going to create public confusion. People are
going to say, “What is the superior issue?”’ I personally feel that it
is wrong to force that question following long periods of negative
real interest rates.

I think that is exactly the wrong kind of signal you want to give
to people in an economy where we need more investment and
revitalization of our industries, to give a signal to people that by
buying financial instruments to finance that industrial revitaliza-
tion they may be making a mistake. :

That i1s my personal view, I think over the long haul interest
rates should yield a real return to the saver to compensate the
saver for helping to finance this improvement in our industrial
strl(—i*ng“ch. That should happen through market forces and I think it
will.

But I think it is going to be very difficult if we start introducing
new kinds of instruments that confuse the public and make it seem
that by introducing this it gives the public reason to be concerned
that the Government fears that it will not be offering a real return
to savers on its traditional obligations. I do not think that the
Government wants to give that signal.

It is much more important to give the signal to the public that
we recognize that we need to provide savers a real return and that
we are going to maintain discipline in financial affairs so that
happens. Then that money will be available. That is the broader
point. :

On the narrow point of gold, why not use pork bellies or why not
copper or why not some combination of commodities? The only
thing I can think of that is different about gold than some of these
other commodities is that some governments own a lot of gold in
their national reserves and other governments wish to accumulate
gold. But by and large governments do not own an awful lot of
these other kinds of commodities.

So governments have great influence over time on the nature of
the private gold market. They create agreements, they sometimes
orchestrate policies and they even have programs to auction the
gold off. Thus it seems to me that the gold market is not close to
being a perfectly free market that can signal a general commodity
price level. .

It is a very unique market among commodity markets in that the
private flow that creates an efficient response is not there. It is a
highly politicized market.

If you ask about commodity securities, I would say first: anything
but gold. But commodity-type based securities are also something
that would help spoil certain aspects of our Government securities
markets, and I would stay away from them.
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Senator BrapLEY. What about linking to a basket of industrial
oods?

g Mr. KusarycH. These are k1ss1ng cousins of general indexation.
For instance, the British Government has a -certain amount of
indexed linked securities for old age pensioners and the idea of
indexing bonds has been around for a long time. Basically I am
against indexing securities for this country at this time for the
same reasons I would be against the gold link—because I do not see
how it could be easily fit into our financial markets.

Now, whether we adopted the British style of approach, where a
special feature is introduced for particular groups of people who
are needy and have a need for some kind of further assurance, that
is different. But when we speak about recycling, we are talking
about very large sums of money. Very big amounts of securities
must be sold to very few people. Index-linked bonds-would be
immensely competitive with our ex1st1ng Government securities
market.

Furthermore, I do not know whether it is in our natlonal interest
to take OPEC off the hook. I recognize that they want to be
assured of a real rate of return and that I can understand. What 1
cannot understand is why they think that we have to take them off
the hook and provide them with the ability to easily recycle their
funds, that we are going to do their work for them.

I think the responsibilities are the other way, that it should be
our task to make them realize that they create the problem with
their pricing and production policy and that they have the respon-
sibility for contributing directly to a smooth recycling process.

That is why I look to mutual agreements between OPEC and
other countries where there are not strong financial markets,
where they can reach new arrangements that they feel are in both
of their interests. But if they look to us to ease the problem that
they create, I think that that is inconsistent.

Of these various proposals, the idea of a development equity
security would clearly meet a specialized need. There are no equity
markets in most countries and OPEC ‘investors could not buy a
share of stock .in something even if they wanted to. By contrast,
that is a market that we already have.

Now you ask yourself the question, how can you imitate that?

Senator. BRADLEY. Before we get to your idea of a development
equity bond, I would like to go back to your reaction to indexation,
say the British example, and indexation generally.

If you were to index the principal, not the interest, but the
principal against inflation and then offer an interest rate of, say, 2
percent, with the purpose of attracting short-term money into long-
term investment, what is the difference between that kind of in-
dexation and market interest rates in an inflationary environment
where the Government issues must be made at 16 or 17 or 18
percent as inflation rises?

What I'd like you to compare are a bond where the principal is
indexed to inflation which might be called the inflation defense
bond, and the normal Government bond which in inflationary envi-
ronment has to carry interests of 16 or 17 or 18 percent.

Mr. KuBarycH. I hope it is not that high. You could probably
find a country where they have that.
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Senator BRADLEY. Well, if the rates of interest don’t reach that
high, that means we are successfully combating inflation, which
means that the increase in the principal due to indexation would
not be significant either.

Mr. KuBarycH. What shall I say? The lure of indexation has a
seductive charm to it because it looks like it removes uncertainty
or it looks like a kind of mechanism that is in everybody’s interest
on the face of it. That is why it keeps coming up.

It has been tried in a number of countries and it is interesting to
look at the cases of those countries that tried it and then backed
away from it. One is Finland, for example, in the 1950’s.

The problem of indexing important parts of the Government’s
debt—in addition to setting up a kind of a tiering among Govern-
ment obligations—is what does that mean for indexing in the rest
of the economy?

Senator BRADLEY. What is that?

Mr. KuBarvcH. What kind of a signal it creates for opening up
additional indexing in the rest of the economy. You do not stop
with indexing bonds. Other things will be indexed too: Wage agree-
ments.

Senator BrRabLEY. Wage agreements already are and social secu-
rity obviously is.

Mr. KuBarycH. There is more indexing in this country than
there used to be, but there is still comparatively little if you
compared the United States to, say, Italy.

Senator BrapLEy. What I fail to see on that——

Mr. KuBarycH. It is very difficult to reduce the inflation rate,
the greater the proportion of indexing you have, and I would think
that we have a long-term interest in reducing the inflation rate.
We cannot start from scratch. There is massive outstanding Gov-
ernment debt built up over many years and you cannot start from
scratch and say, “Well, if you were starting today with no debt at
all given the prospects for inflation, would you be willing. to start
indexing bonds?”’

Your answer would be quite different than when you start with a
great deal of debt already.

Senator BrabpLEY. Well maybe that is an answer. Maybe that is
an answer to my question because what I wanted to pose was if
indexation has a Rubicon effect that once you cross it you are in a
different world, we have already crossed that with most wage
agreements and many pensions including social security.

Therefore since we have already crossed that, what is the differ-
ent():e l:()ie‘:?tween indexing wage agreements and pensions and indexing
a bon

Mr. KuBarvcH. Well that is a very subtle way of asking the
question because you ask it in a very difficult way. It is easier for
me to say it is more harmless under those circumstances because if
you have a great deal of cancer and adding another type of cancer
is not going to make the patient any sicker than he already is.

So you can get the answer, yes, it only increases marginally to
his illness. I am not sure your premise is right.

Senator BrapLEY. Do you think that all indexing is cancer, is
that right, and there is not a difference? I was thinking there was
a difference.
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Mr. KuBarycH. I think all indexing—we can push these analo-
gies a little further than we want to, but I think all indexing is
cancerous and makes it much more difficult on those parts of the
economy that are nonindexed.

I understand the literature that teaches that if everything is
indexed, the economy can manage fine. It is just a moving picture
show rather than a sequence of snapshots. I understand the logic of
that and I understand the problem, now that we have more index-
ing than we used to. But we are still very far away from everybody
being indexed.

Introducing more areas of indexation little by little is pernicious.
I think that is a better word than cancerous. I reject these seduc-
tive arguments in favor of indexation for this country.

Senator BrRapLEY. I would like for you now to compare these
kinds of instruments that we have been discussing and your idea
for development equity and income equity securities.

Mr. KuBarycH. The comparison is very simple. In this country
an investor, a foreign investor—OPEC or otherwise—has a lot of
financial assets to choose from. In most developing countries—and
I am considerably more worried about the ability to achieve recy-

cling to those countries than I am about the recycling to industrial
countries—they don’t have these markets, although you might say
they should have them.

They also have a different mix of public sector, quasipublic sector
and private activities than we do. The private activities are, gener-
ally speaking, a smaller fraction of their total economic act1v1ty
That is the way things are, and in some countries there is very
little private activity in major industry at all.-

So, it is hard to foresee large amounts of -equity instruments
being available to OPEC or other foreign investors in developing
countries.

Let us imitate the equity optlon I am not suggesting selling of
shares, for example, in the Government Development Bank. That
may be tricky to arrange and raise other kinds of problems; but it
shouldn'’t be too hard to put together a package of, say, 40 develop-
ment projects, industrial development projects, with some help
from- the World Bank and IMF or other intermediary, and offer a
piece of paper to the buyer that says, “In return for x million
dollars which you are going to lend to us, we will promise to pay
you the London Interbank offer rate plus x percent if these projects
yield 3 percent in real terms, or plus y percent if they yield 5
percent.”

You can work out the dimensions of what that markup would be.

“The more profitable these projects are, the more money you are
going to get, but you are going to get at least some minimal
return.”

Senator BRADLEY. Lenders would have an equity position and
they would own 2 percent of the Hoover Dam, for instance?

Mr. KuBarycH. That is right. There would be an outside agency,
an honest broker, monitoring the cash flows and economic returns
so that the lender is protected.

There are domestic analogies. You know a lot of real estate
development projects in this country have been financed through
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techniques that involve so-called equity kickers. The germ of the
idea of an equity kicker is where a financial institution will find a
developer who wants to put up a new shopping center in Wood-
bridge or wherever and wants to borrow the money. The loan
agreement says, ‘“‘The lender gets x percent a year plus 1 percent of
the cash flow of the Woodbridge Shopping Mall.” :

Now, that is a kind of financing that exists. I am trying to invent
a way to take that kind of financing and apply it on a-macrolevel
to a country. It seems to me it is doable. It is not a brandnew idea.
But let us use some of the techniques we already do that work and
apply them to the recycling problem.

It works for real estate developments—and some of these are
very big. The same idea can be adapted by developing countries,
worked out between the country and the OPEC investor directly.

Senator BRADLEY. You say primarily a developing country?

Mr. KuBarycH. I think it is more necessary there because of my
basic premise that they don’t have the other alternatives. You
can’t buy a share of stock in the local real estate developer as you
can for many of the major real estate developers in this country or
major manufacturers or other companies.

Senator BRADLEY. Do you think the yield from such an invest-
ment is going to be greater than the increase in the price of oil in
the next 10 years? That is what the OPEC country would have to
determine.

Mr. KuBarycH. Well, the OPEC investor is not going to know
that, because he doesn’t know how serious our conservation efforts
are going to be in the industrial world and how lucky we may be
on some of these alternative energy sources.

I would imagine 10 years from now we are going to be successful
on one of these alternative energy projects in a big way. So we are
talking about a major problem for 5 to 7 years. By the end of that
10-year period OPEC will see that oil is not the only energy source
and that we will have others.

So what I want to do is bring forward these changes in percep-
tions. Once they know that we have these alternatives, then they
will want to sell the oil. You can bring that forward by conserva-
tion and then get them to realize that conservation gives the
potential for the oil price not to go up.

If there are no conservation efforts at all and the alternative
energy sources don’t go anywhere, then, of course, OPEC is not
going to feel that real oil prices are going to stay constant or go

own.

But we cannot go from here on the basis of the worst possible
scenario; we have to go on a basis of an intermediate scenario,
where we need to take positive steps, recognizing at the same time
not everything is going to come out right.

Mr. BrabpLEY. Would not OPEC countries simply cut back produc-
tion to, or below, levels of demand with conservation?

Mr. KUBARYCH. Well, with the present world oil production you
have a few countries that are producing more oil than they need
for their domestic economic purposes, Saudi Arabia being the big-
gest slack country—that is, with about 4 million barrels they are
producing beyond their domestic purposes.

Sex}’ator BraDLEY. With their need to finance their imports and
80 on?
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Mr. KuBarycH. Yes, and whatever development prOJects that
they have in mind.

In Kuwait there is some flexibility. Iraq is another one. You have
about 6 or 7 million barrels of .0il in the world today that is
potential slack. Now, that requlres a reduction in consumption in
the oil consuming countries in the neighborhood of 12 to 15 per- -
cent, before you will even get to the crunch.

The oil producing countries are going to still be cautious. If they
see us reducing consumption, Saudi Arabia will cut back, but as it
cuts back it reaches its optimum production level. But until you
cut back 6 to 7 million barrels a day through conservation you are
not likely-to have pushed the oil producing countries below their
optimum production level.

Senator BRaADLEY. Now, for what you said to be true, for them to
perceive that oil in the ground is less valuable than investments,
the conservation effect would have to be far greater than 6 to 7
million barrels a day.

Mr. KuBaRrycH. I agree with you, except for one thing: If we
could actually pull off even 5 million barrels a day in the industrial
world through conservation efforts, they will see we have the po-
tential to go to 7 or 8 or 9 million barrels. We would not have to
get all of the way down below that critical point. I agree with your
logic, but we are talking about their perceptions.

Do we actually need to physically move down to that critical
point, or do we have to raise the odds that we can,; that we can
turn the screws a little bit harder and reach or even go beyond
that breaking point?

So, I see the drift of your point, namely, can we really put this
burden on ourselves of conservation? That is without a great payoff
to the public until consumption has already gone down to 6 or 7
million barrels a day?

Senator BrabLEy. Can your idea really work? Will the OPEC
countries perceive that a development equity security is a better
deal than keeping oil in the ground?

Mr. KuBarycH. The scheme could make a marginal contribution.
You are not going to do one thing that is going to solve this world
imbalance. It will have to take a wide variety of initiatives, includ-
ing other options or arrangements with OPEC that they may find
they are interested in. They are interested in security and they are
interested in the long-term future of their social structure and
their social stability. They are not simply focusing entirely on
strict economic calculations.

It is a mistake if I have given you an impression that it is simply
financial arithmetic.

But as you suggested, they do do this arithmetic. They have to
conclude on the basis of the last 5 years that they would have done
better with the oil in the ground. But I don’t think we need to have
to repeat that last 5 years.

Senator BRADLEY. What effect do you think this equity approach
would have on the lending of private international banks? Do you
think it would decrease if this kind of security became available?

Mr. KuBarycH. My feeling about that is very simple. I think the
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commercial banks feel that international loans are good business.
But they want the confidence that they are not being left with a-
larger and growing share of total recycling. They are comfortable
doing a more or less balanced share, about the share that they
have done in the past.

With these other kinds of efforts and instruments available, that
gives them much more justification for maintaining a good, solid
increase in new lending themselves.

So, I don’t think as these alternatives develop that the banks
would generally respond by cutting back their lending; rather, 1
think it would give them courage to continue. That seems to be the
case with these types of programs. Banks are looking for opportuni-
ties to maintain their lending without taking increased risk. Alter-
native financing options lower risk because they spread the
number of channels for absorbing risks. With lower risks, there is a
good, solid economic argument for the banks doing as much and
maybe even give them some edge for doing more.

I don’t see these kinds of ideas as being ways to get the banks
out of this business but to sustain their own contribution; and I
don’t think the banks want to be out of this business. I hope that
that answers the question.

Senator BRapLEY. I think it does.

What I would like for you to do—and I want to move on and I
don’t want to stay on this the whole time, and you can imagine the
territory that would be covered if there was a full committee
here—so let me ask you, for the record, because what you are
proposing is a new idea that is directed at a very critical issue that
we have to come to grips with—I would like for you to lay out in
step-by-step terms how this development equity security idea would
work. Who initiates it? How would it be sold? Who would the
buyers be? What would the motivations be? And why would it
work? If you can, briefly.

We already have covered a lot of this territory, but I think I
would like to have it laid out in sequence.

Mr. KuBarycH. The participants would be the development
banks, perhaps aided by the central banks of those developing
countries that don’t have equity markets.

The other side would be OPEC investment funds or OPEC inves-
tors, including their own development institutions which have
funds to invest, and perhaps even including their central banks
and financial ministries as well.

The assistance, so to speak, would come from existing interna-
tional organizations like the Inter-American Development Bank,
Asian Development Bank and World Bank and other kinds of
organizations that have expertise in putting together cofinancing
ventures.

The financial instrument involved is a loan agreement between
the participants that specifies a group of development projects
which yield returns to the economy. Those returns are measurable
by outside experts like the World Bank’s and a rate of return
schedule would be drawn up based on how profitable these projects
are over time. The total yield would include a base rate of return
in nominal terms to the investor, plus a margin determined by the
schedule of returns relative to the profitability of the package of

68-425 O—80——17
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projects. So each year the investor would get back on his x million
dollars invested a nominal yield plus an additional percentage
based on how ‘profitable the projects have been for the last year.
That calculation would be done each year, but hopefully the ar-
rangement itself would be of a medium-term or long-term—10- or
15- year—duration.:

Senator BRADLEY. And the country that would have these oil
payments facilitated would be developing countries and it would
not affect the United States directly?

Mr. KuBarycH. I think it is redundant to think of an idea like
this for the United States, because we have plenty of excellent
stocks and equities that foreign investors can buy, and do buy.

This imitates something for developing countries that wished to
avail themselves of the benefits of equity instruments to sell to
OPEC investors. It allows them to create an analogous instrument.

Senator BrabpLEY. Why do you think that involvement of interna-
tional financial institutions as intermediaries is important?

Mr. KuBarycH. I think you have to have an honest broker in
this, to make sure that the projects are evaluated properly. In
addition, “cofinance” could be an important element. Many proj-
ects would have been partly financed by multilateral financial
institutions, so they are natural participants in the lending process.

Senator BRADLEY. One of the questions that arises about cofi-
nancing in my conversations with people who have been involved
in it, is how to determine who is apportioned what part of the
default. I don’t want you to address that now, and maybe you could
answer that in writing for the record.

Mr. KuBarycH. All right.

Senator BrapLEY. I want to move on, if we can.

Mr. KuBarycH. I think that is even harder to answer.

[The information follows:]

It is our understanding that World Bank cofinancing projects with either official
or private institutions will generally include in their loan agreements a cross-
default clause. This is very similar to a clause routinely included in commercial
bank international lending agreements. It links the loan of several lenders in such a
way that a default on any associated loan is treated as a default on all associated
loans. In the cofinancing schemes entered into by the World Bank, the clause
typically gives the Bank the right to suspend disbursements or accelerate repay-
ments if another lender (or lenders) declares the loan in default.

In accepting the inclusion of cross-default clauses in their loan agreements for
cofinancing schemes, however, the World Bank apparently does not agree to apply
automatically any of the remedies to which it is entitled. Even if, for example,
another lender should decide to take action as the result of a default under the loan
agreement, the World Bank may not necessarily follow suit. By not committing
itself in advance to apply remedies, the Bank thus retains the right to decide on a
case-by-case basis whether and in what way it will take action.

By the way, we know of no defaults to date on any cofinancing schemes in which
the World Bank has participated.

Senator BRADLEY. I want to move on to the whole question of the
state of our private banking system, worldwide.

In 1973-74, as you pointed out, the financing needs of oil consum-
ers were really handled well by the private banking system. That
was in part because it had access to the OPEC surplus, because
private banks had relatively low country risk exposures, and be-
cause the Eurocurrency market was minimally regulated.

Now, do you think that all these conditions prevail today, and if
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not, what are the constraints on Western banks in financing the
billions that these undeveloped countries have to pay this year
over what they paid last year for their 0il?

Mr. KuBarycH. Well, I think we would figure that the overall
nonoil LDC current account deficit for this year would be about $55
billion, and it would be comfortable for the banks to be financing
on the order of $25 to $30 billion of that. So that kind of magnitude
is still a fairly substantial number.

There have been two or three favorable developments in the last
4 or 5 years that are worth starting with.

The first one is that more banks from more countries are partici-
pating in the international markets, whereas, 7 or 8 years ago U.S.
banks were predominant and the major lenders in most of these
LDC markets.

We have a great number of other banks—for example, German
banks and Japanese banks—that are participating. The result has
been quite natural that in virtually every country, the share of
U.S. banks’ exposure to total exposure has gone down. So there is
more participation and there is a broader market, and that 1s a
good development.

The other good development has been that there are more coun-
tries who are borrowing. The concentration of lending was very
extreme 7 or 8 years ago. The top 10 borrowers would account for
three-quarters or 80 percent of the total amount of lending to
LDC’s. That has come down—not a great deal but it has come
down. And there are countries who have been borrowing quite
routinely that were not in the market at all.

So, where the banks had been lending to, say, 30 countries in
total, now it is quite common to see 60 or 70 countries borrowing
from commercial banks. For many newcomers, the amounts are
small but they are there and they are building banking relation-
ships, and I think that that is a good development.

Senator BRADLEY. So 60 to 70 countries are now-borrowing from
private banks?

Mr. KuBarycH. Yes. The U.S. banks have outstanding exposure
of a nontrivial sum to 60 or 70 countries?

Senator BRaApLEY.U.S. banks?

Mr. KuBarycCH. Yes.

Senator BRADLEY. It could be greater, too you mean?

Mr. KuBarycH. Yes, and the numbers might even be greater.

Senator BrRaDLEY. You mean there could be about 125 countries
that are doing this?

Mr. KuBarYCH. Yes, but some are very small and the amounts
are small. I noticed the other day that in the Wall Street Journal
there was an article about lending spreads, and there was a story
about Fiji borrowing, and so maybe it is 71 countries who borrow.
Those are the good developments.

The other positive development is that both the banks and the
regulators and supervisors of the banks have become much more
attentive to risk concentrations.

Our approach has been—and we have been very open about
this—not focusing on whether a bank should or should not be
lending to a particular country; the approach has been entirely
looking at the diversification within the bank’s international port-
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folio. Banks themselves have recognized—and we can prove—that a
diversified portfolio is less risky.

The degree of diversification differs from bank to bank but we
have seen strong diversification as banks get involved in more and
more countries.

Senator BRADLEY. There is a strong risk, you mean?

Mr. KuBarycH. Diversification tends to lower total risk. So the
trend to diversification is a very positive development, too. It
means that a bank is not threatened by minor, temporary, and
largely painless payments, disruptions because of the diversifica-
tion in its loan portfolio. So, an appreciation of the diversification
is a third positive development.

Senator BRADLEY. So you disagree with the Bank for Internation-
al Settlements when in its 50th annual report it gave a stern
warning about some banks being overexposed.

Mr. KusarycH. I know what they said and I think part of it is
correct. But actually I think that we can take a certain amount of
pride that we were out in front of this issue and for quite a long
time now have been developing a system of studying, reviewing,
and monitoring country lending in a serious way. That was before
a lot of other countries’ supervisory authorities had taken as con-
crete an interest in it.

The BIS may be able to make that statement and I am sure they
believed their own statement, but I don’t feel for the U.S. banks
that we would necessarily agree with it. We have been on top of
this for quite some time, and now we have a sophisticated, compre-
hensive approach. In fact, representatives of other countries have
come to discuss with Federal Reserve people how this approach is
organized and implemented. So, I think that is a clue that maybe
what we are doing is not a bad thing. I don’t think that this
question of overexposure is a valid concern for U.S. banks right
now.

11$}enaltor BrabpLEY. You don’t think U.S. banks are overexposed at
all’

Mr. KuBarycH. I don’t think that they are overexposed. I don't
think even in individual cases that in looking ahead there is any
dangerous threat to an individual bank’s stability because of a
gross imbalance in its portfolio.

Now, obviously, it doesn’t take too much imagination to think of
some very terrible things happening in the world.

Senator BRADLEY. Let us say tomorrow the OPEC countries de-
cided to shift out of dollars.

Mr. KuBarycH. Well, I have read novels about that sort of thing.
That is probably not the worst thing that could happen, and I can
visuahze the sequence of responses to that, that would come into

ay

Senator BrapLEy. What are they, for the record?

Mr. KuBaryCH. Any sudden shift from one currency to another is
going to cause some exchange rate movement. But if that rate
movement, after it has occurred, to a certain extent is resisted and
then partially reversed by fairly vigorous central bank interven-
tion, so momentum is not built into the process, then private 